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Overview 


II. OVERVIEW 

A HIGHLIGHTS 

The major findings of this report under the intermediate set of 
assumptions are summarized below. 

In 2005 

In 2005, 42.5 million people were covered by Medicare: 35.8 million 
aged 65 and older, and 6.7 million disabled. Total benefits paid in 
2005 were $330 billion. Income was $357 billion, expenditures were 
$336 billion, and assets held in special issue U.S. Treasury securities 
grew to $310 billion. 

Short-Range Results 

The HI trust fund is not adequately financed over the next 10 years 
under the intermediate assumptions. From the beginning of 2006 to 
the end of 2015, the assets of the HI trust fund are projected to 
decrease from $286 billion to $197 billion, which would be less than 
the recommended minimum level of 1 year's expenditures. 

The SMI trust fund is adequately financed over the next 10 years 
because of the automatic financing established for Parts B and D. 
Over the next 10 years, however, projected Part B payments are 
unrealistically constrained due to multiple years of physician fee 
reductions that would occur under current law. Moreover, Part B 
assets are substantially below appropriate levels, Part B benefit 
payments have increased by an average of 10.6 percent annually over 
the last 6 years. For Part D, the average annual increase in benefit 
payments is estimated to be 11.5 percent from 2006 to 2015, 
compared to an average annual growth rate of 4.9 percent for GDP 
over the same period. Roughly 1.2 percent of this projected annual 
increase is due to the expected growth in the participation rate 
among the eligible population. 

The difference between Medicare's total outlays and its "dedicated 
financing sources" is estimated to reach 45 percent of outlays in fiscal 
year 2012. As a result, under section 801 of the Medicare 
Modernization Act, the Board of Trustees is issuing a determination 
of "excess general revenue Medicare funding" in this report. 
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Economic and Demographic Assumptions 

Table II.C1— Ultimate Assumptions 

Intermediate Low Cost High Cost 

Economic: 
Annual percentage change in: 

Gross Domestic Product (GDP) per capita 1 4.1 3.5 4.6 

Average wage in covered employment 3.9 3.4 4.4 

Consumer Price Index (CPI) 2.8 MS 3.8 

Real-wage differential (percent) 1.1 1.6 0.6 

Real interest rate (percent) 2.9 3.6 2.1 

Demographic: 

Total fertility rate (children per woman) 2.00 2.30 1 .70 

Average annual percentage reduction in total 

age-sex adjusted death rates from 2030 to 2080 0.70 0.33 1 .22 

Health cost growth: 
Annual percentage change in per beneficiary 

Medicare expenditures (excluding demographic 

impacts) 1 5.1 2 * 3 

1 The assumed ultimate increases in per capita GDP and per beneficiary Medicare expenditures can also 
be expressed in real terms, adjusted to remove the impact of assumed inflation growth. Adjusting by the 
chain-weighted GDP price index, assumed real per capita GDP growth is 1 .5 percent, and real per 
beneficiary Medicare cost growth is 2.5 percent. 

2 Cost growth assumptions in the last 50 years of the projection vary year by year and follow a smooth 
downward path that is equivalent to growth at the GDP plus one percent level for the last 50 years 
(5.1 percent). 

3 See section III.B for further explanation. 


The assumed long-range rate of growth in annual Medicare 
expenditures per beneficiary is one of the most critical determinants 
of the projected cost of Medicare-covered health care services in the 
more distant future. In recent reports, the increase in average 
expenditures per beneficiary for the 25 th through 75 th years of the 
projection has been assumed to equal the growth in per capita GDP 
plus 1 percentage point. 3 This assumption was recommended by the 
2000 Medicare Technical Review Panel. With the inclusion of infinite- 
horizon projections starting in the 2004 Trustees Report, per 
beneficiary expenditures after the 75 th year were assumed to increase 
at the same rate as per capita GDP. The 2004 Technical Review 
Panel recommended that these assumptions continue to be used, 
given the limits of current knowledge, but that further research also 
be conducted. 


For this year's report, the Board of Trustees has adopted a slight 
refinement of the long-range growth assumption that provides a more 
gradual transition from current health cost growth rates, which have 
been roughly 2 to 3 percentage points above the level of GDP growth, 
to the ultimate assumed level of GDP plus zero percent just after the 
75 th year and for the indefinite future. The year-by-year growth 
assumptions are based on a simplified economic model and are 


3 This assumed increase in the average expenditures per beneficiary excludes the 
impacts of the aging of the population and changes in the gender composition of the 
Medicare population, which are estimated separately. 
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Medicare Financial Outlook 

Figure II.D1. — Medicare Expenditures as a Percentage of the Gross Domestic 

Product 
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This forecast reflects (i) continuing growth in the volume and 
intensity of services provided per beneficiary throughout the 
projection period, (ii) the impact of a large increase in beneficiaries 
starting in about 2010 as the leading edge of the 1946-65 baby boom 
generation reaches age 65 and becomes eligible to receive benefits, 
and (iii) the introduction of the Part D program in 2004, along with 
the other provisions of the Medicare Prescription Drug, Improvement, 
and Modernization Act of 2003 (also known informally as the 
Medicare Modernization Act, or MMA) and the Deficit Reduction Act 
of 2005. Other key demographic trends are also reflected, including 
future birth rates at roughly the same level as during the last 
2 decades and continuing improvements in life expectancy. 

The past and projected amounts of Medicare revenues, under current 
law, are shown in figure II.D2. Interest income is excluded since it 
would not be a significant part of program financing in the long 
range. Medicare revenues — from HI payroll taxes, HI income from 
the taxation of Social Security benefits, SMI Part D State transfers 
for certain Medicaid beneficiaries, HI and SMI premiums, and HI and 
SMI general revenues — are compared to total Medicare expenditures. 
Over the next 6 years, such Medicare revenues are estimated to be 
slightly below program expenditures, reflecting the automatic 
financing of SMI for Parts B and D plus a small but increasing deficit 
of HI expenditures over tax income. Thereafter, overall expenditures 
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Medicare trust fund must be assessed separately. The next two 
sections of the overview present such assessments for the HI trust 
fund and the SMI trust fund, respectively. 
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A comparison with last year's estimates reveals that actual payroll 
tax and other income in 2005 and projected future amounts are 
slightly higher than previously projected. In addition, projected HI 
expenditures are slightly higher than before, due to higher growth in 
2005 and slightly higher assumed future growth rates. Together, 
these factors result in a more rapid depletion of trust fund assets 
than previously estimated, thereby lowering interest earnings as 
well. The cumulative effect of these factors is a significantly lower 
level of projected HI assets relative to annual expenditures. 

2. 75-Year Actuarial Estimates (2006-2080) 

Each year, 75-year estimates of the financial and actuarial status of 
the HI trust fund are prepared. Although financial outcomes are 
inherently uncertain, particularly over periods as long as 75 years, 
such estimates can indicate whether the trust fund — as seen from 
today's vantage point — is considered to be in satisfactory financial 
condition. 

Because of the difficulty in comparing dollar values for different 
periods without some type of relative scale, income and expenditure 
amounts are shown relative to the earnings in covered employment 
that are taxable under HI (referred to as "taxable payroll"). The ratio 
of tax income (including both payroll taxes and income from taxation 
of Social Security benefits, but excluding interest income) to taxable 
payroll is called the "income rate," and the ratio of expenditures to 
taxable payroll is the "cost rate." 

Since HI payroll tax rates are not scheduled to change in the future 
under current law, payroll tax income as a percentage of taxable 
payroll will remain constant at 2.90 percent. Income from taxation of 
benefits will increase only gradually as a greater proportion of Social 
Security beneficiaries become subject to such taxation over time. 
Thus, the income rate is not expected to increase significantly over 
current levels. The cost rate, though, will sharply escalate due to 
retirements of those in the baby boom generation and continuing 
health services cost growth, as mentioned in the prior section. 

Figure II. El compares projected income and cost rates under the 
intermediate assumptions. As indicated, HI expenditures are 
projected to continue to exceed tax income by a rapidly growing 
margin. In 2018, for example, taxes would cover only 80 percent of 
estimated expenditures and, in 2050, only 38 percent. By the end of 
the 75-year period, HI costs would be over three times the level of 
scheduled tax revenues — a substantial deficit by any standard. 
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costs faster than anticipated. As a result, Part B assets declined by 
$4.5 billion in 2004. This deficit brought the total asset loss during 
1999 through 2004 to $26.8 billion, leaving assets at the end of 2004 
substantially below the normal level that is optimal for the Part B 
account. 

Therefore, the financing rates for 2005 and 2006 were set with the 
intention of taking steps toward restoring the assets to a more 
adequate level. However, the 2005 financing rates were determined 
before actual 2004 costs were known, and the 2006 financing rates 
were similarly determined before actual 2005 costs were known. In 
addition, the Deficit Reduction Act (DRA) increased Part B costs for 
2006 and later after the 2006 financing had been determined. 
Because of higher-than-anticipated 2004 and 2005 costs and the DRA, 
the Part B account assets increased minimally in 2005 and are now 
expected to increase minimally in 2006 and remain substantially 
below the desired level. Correcting this situation would require an 
11-percent increase in the 2007 premium, along with the 
corresponding general revenue transfers. Should legislative changes 
block the negative physician updates that will occur for 2007 and 
later under current law, this increase would need to be larger. After 
2007, assets held in the Part B account are projected to maintain an 
adequate contingency reserve for the Part B account of the trust fund. 

The Part D account of the SMI trust fund was established in 2004 for 
Medicare prescription drug coverage, which began in 2006. For 2004 
and 2005, the Transitional Assistance Account handled the 
transactions for transitional assistance under the prescription drug 
card program, with any remaining assets transferred to the Part D 
account in 2006. 8 Income and expenditures for the Part D account are 
projected to grow at an average annual rate of 11.4 percent for the 
8-year period 2007 to 2015. As with Part B, income and outgo are 
projected to remain in balance as a result of the annual adjustment of 
premium and general revenue income to match costs. As a result of 
the planned appropriations process for Part D general revenues, it 
will not be necessary to maintain a contingency reserve in the 
account (see section III.C3 for further details). 

The projected Part D costs shown in this report are significantly 
lower than those in the 2005 report. The difference is primarily 
attributable to three factors. 


8 For simplicity, the Transitional Assistance Account is treated in this report as if it 
were included in the Part D account. 
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scheduled Social Security benefit levels increase at about the rate of 
growth in average earnings (estimated at roughly 3.8 percent). 9 Over 
time, the Part B and Part D premiums and coinsurance amounts paid 
by beneficiaries would typically represent a growing share of their 
total Social Security and other income. (Beneficiaries who qualify for 
Medicaid and the Part D low-income subsidy are an important 
exception to this trend, since they generally pay little or no premiums 
and cost-sharing amounts.) 

Similarly, aggregate SMI general revenue financing for Parts B and 
D is expected to increase by roughly 6.5 percent annually, well in 
excess of the projected 4.4-percent growth in GDP. As a result, if 
personal and corporate federal income taxes are maintained at their 
long-term historical level, relative to the national economy in the 
future, then SMI general revenue financing would represent a 
growing share of the total income tax revenue of the Federal 
Government. 


9 For each generation, after they are initially eligible, their benefit level is adjusted to 
keep up with inflation (estimated at 2.8 percent). 
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Medicare expenditures are projected to increase at an average annual 
rate of 7.3 percent during 2007-2015. The average growth rate 
reflects the continuing impact of each of the factors listed above, 
together with the effects of the other provisions of the Medicare 
Modernization Act and the Deficit Reduction Act. 

Through most of Medicare's history, trust fund income has kept pace 
with increases in expenditures. 11 In the future, however, Medicare 
income is projected to increase less rapidly than expenditures, 
primarily because HI payroll tax revenues would not keep pace with 
HI benefits under current law. In contrast to the growth factors listed 
above for health care costs, HI payroll taxes increase only as a 
function of the number of workers and increases in their average 
earnings. Moreover, with past declines in birth rates, continuing 
improvements in life expectancy, and prevailing rates of disability 
incidence, the number of workers is expected to grow slowly while the 
number of beneficiaries increases much more rapidly. 

Past excesses of income over expenditures have been invested in 
U.S. Treasury securities, with total fund assets accumulating to 
$310 billion at the end of calendar year 2005. Combined assets are 
projected to continue increasing until reaching about $388 billion in 
2009 and to begin declining thereafter. 12 

2. 75-year Actuarial Estimates (2006-2080) 

Expressing Medicare expenditures as a percentage of GDP gives a 
relative measure of the size of the Medicare program compared to the 
general economy. The projection of this measure affords the public an 
idea of the relative financial resources that will be necessary to pay 
for Medicare services. 

Table III.A2 shows past and projected Medicare expenditures 
expressed as a percentage of GDP. 13 Medicare expenditures 
represented 0.7 percent of GDP in 1970 and had grown to 2.7 percent 
of GDP by 2005, reflecting rapid increases in the factors affecting 


n This balance resulted from periodic increases in HI payroll tax rates and other HI 
financing, from annual increases in SMI premium and general revenue financing rates 
(to match the following year's estimated expenditures), and from frequent legislation 
designed to slow the rate of growth in expenditures. 

12 See sections III.B and III.C regarding the asset projections for HI and SMI, 
separately. 

13 In contrast to the expenditure amounts shown in table III.A1, long-range expenditure 
projections are shown on an incurred basis. Incurred amounts relate to the 
expenditures for services performed in a given year, even if those expenditures are paid 
in a later year. 
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current law, it would not be a significant part of program financing in 
the long range. 

Table III.A4. — Medicare Sources of Income and Expenditures as a Percentage of the 


Gross Domestic Product 


Calendar 


Tax on 


State 

General 

Total 

Total 

year 

Payroll taxes 

benefits 

Premiums 1 

transfers 

revenue 

income 2 

expenditures 

Historical data: 







1970 

0.5 

0.0 

0.1 

0.0 

0.2 

0.8 

0.7 

1980 

0.9 

0.0 

0.1 

0.0 

0.3 

1.3 

1.3 

1990 

1.2 

0.0 

0.2 

0.0 

0.6 

2.0 

1.9 

2000 

1.5 

0.1 

0.2 

0.0 

0.7 

2.5 

2.3 

2005 

1.4 

0.1 

0.3 

0.0 

1.0 

2.7 

2.7 

Intermediate estimates: 







2010 

1.4 

0.1 

0.4 

0.1 

1.4 

3.3 

3.5 

2020 

1.4 

0.2 

0.6 

0.1 

2.0 

4.2 

4.7 

2030 

1.3 

0.2 

0.8 

0.1 

2.8 

5.3 

6.5 

2040 

1.3 

0.2 

1.0 

0.2 

3.4 

6.0 

8.0 

2050 

1.3 

0.2 

1.1 

0.2 

3.8 

6.6 

9.0 

2060 

1.3 

0.2 

1.2 

0.2 

4.1 

7.0 

9.8 

2070 

1.2 

0.2 

1.4 

0.2 

4.4 

7.4 

10.5 

2080 

1.2 

0.2 

1.5 

0.2 

4.6 

7.7 

11.0 


'Includes premium revenue from HI and both accounts in the SMI trust fund. 
2 Excludes interest earnings on invested HI and SMI trust fund assets. 

Note: Totals do not necessarily equal the sums of rounded components. 


In 2005, HI payroll taxes represented 50 percent of total non-interest 
income to the Medicare program. General revenues (primarily those 
for SMI) were the next largest source of overall financing, at 
35 percent. Beneficiary premiums (again, primarily for SMI) were 
third, at 12 percent. Under current law, HI tax revenues are projected 
to fall increasingly short of HI expenditures after 2004. In contrast, 
SMI premium and general revenues will keep pace with SMI 
expenditure growth, and, once fully phased down 15 , state payments 
(on behalf of Medicare beneficiaries who also qualify for full Medicaid 
benefits) will grow with Part D expenditures. Consequently, in the 
absence of legislation, HI tax income would represent a declining 
portion of total Medicare revenues. In 2017, for example, just prior to 
the projected exhaustion of the HI trust fund, currently scheduled HI 
payroll taxes would represent about 35 percent of total non-interest 
Medicare income. General revenues and beneficiary premiums would 
equal about 46 and 14 percent, respectively. 16 


15 State payments will amount to 90 percent of their projected foregone prescription 
drug payments in 2006, with this percentage phasing down over a 10-year period to 
75 percent in 2015. 

16 The general revenue share of total Medicare revenues cannot be directly compared to 
the difference between outlays and dedicated revenues as a share of outlays (described 
previously). Although somewhat similar in magnitude, the former measure does not 
reflect the HI deficit, whereas the latter measure does. 
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Actuarial Analysis 

The Medicare Modernization Act (MMA) requires an expanded 
analysis of the combined expenditures and dedicated revenues of the 
HI and SMI trust funds. In particular, a determination needs to be 
made as to whether projected annual "general revenue funding" 
exceeds 45 percent of total Medicare outlays within the next 7 fiscal 
years (2006-2012). For this purpose, general revenue funding is 
defined in the law as total Medicare outlays minus dedicated 
Medicare financing sources. Dedicated Medicare financing sources 
include HI payroll taxes; income from taxation of Social Security 
benefits; State transfers for the prescription drug benefit; premiums 
paid under Parts A, B, and D; and any gifts received by the Medicare 
trust funds. The test is applied using incurred expenditures and 
revenues to avoid temporary distortions arising from the payment of 
Medicare Advantage capitation amounts in September when the 
normal October payment date is a Saturday or Sunday. Figure III.A1 
shows the projected difference between total Medicare outlays and 
dedicated funding sources as a percentage of total outlays over the 
long-range projection period. 

Figure III.A1.— Projected Difference between Total Medicare Outlays and Dedicated 
Financing Sources, as a Percentage of Total Outlays 
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As indicated in figure III.A1, the difference between annual outlays 
and dedicated financing would first exceed 45 percent of total 
expenditures in 2012 under the intermediate assumptions (the same 
year as estimated in the 2004 and 2005 reports). Since this estimate 
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is within the 7-year test period prescribed in the law, a determination 
of "excess general revenue Medicare funding" is made in this report. 

If in two consecutive reports, it is determined that the difference 
between Medicare outlays and dedicated financing sources will reach 
45 percent within the first 7 years, then a "Medicare funding 
warning" will be triggered, indicating that a trust fund's financing is 
inadequate or that the general revenues provided under current law 
are becoming unduly large. This finding would require the President 
to submit to Congress, within 15 days after the date of the next 
budget submission, proposed legislation to respond to the warning. 
Congress is then required to consider this legislation on an expedited 
basis. This new requirement will help call attention to Medicare's 
impact on the Federal Budget. 

As indicated in figure III.A1, the difference between outlays and 
dedicated funding sources is projected to continue growing 
throughout the 75-year period, reaching 63 percent of total outlays in 
2030 and 73 percent in 2080. Although the law characterizes this 
difference as "general revenue funding," it is important to recognize 
that current law provides for general revenue transfers only for 
certain purposes related to Parts A, B, and D, as follows: 

• Financing specified portions of SMI Part B and Part D 
expenditures; 

• Reimbursing the HI trust fund for the costs of certain uninsured 
beneficiaries; 

• Paying interest on invested assets of the trust funds; and 

• Redeeming the special Treasury securities held as assets by the 
trust funds. 

The difference between outlays and dedicated funding sources, as 
shown in figure III.A1, will reflect all of these general revenue 
transfers, plus the imbalance between HI expenditures and dedicated 
revenues after 2018, for which there is no provision under current 
law to cover the shortfall. In particular, transfers from the general 
fund of the Treasury could not be made for this purpose without new 
legislation. 

The MMA also requires that projected growth in the difference 
between outlays and dedicated revenues be compared with other 
health spending growth rates. Table III.A5 contains this comparison. 
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The following two sections of this report present such assessments for 
HI and SMI, respectively. 

B. HI FINANCIAL STATUS 
1. Financial Operations in Fiscal Year 2005 

The Federal Hospital Insurance Trust Fund was established on 
July 30, 1965 as a separate account in the U.S. Treasury. All the HI 
financial operations are handled through this fund. 

A statement of the revenue and expenditures of the fund in fiscal year 
2005, and of its assets at the beginning and end of the fiscal year, is 
presented in table III.B1. 

The total assets of the trust fund amounted to $264,943 million on 
September 30, 2004. During fiscal year 2005, total revenue amounted 
to $196,921 million, and total expenditures were $184,142 million. 
Total assets thus increased by $12,779 million during the year, to 
$277,723 million on September 30, 2005. 
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Table III.B1 — Statement of Operations of the HI Trust Fund during Fiscal Year 2005 

[In thousands] 


Total assets of the trust fund, beginning of period $264,943,209 

Revenue: 

Payroll taxes $1 68,954,028 

Income from taxation of OASDI benefits 8,765,000 

Interest on investments 15,1 25,575 

Premiums collected from voluntary participants 2,302,982 

Transfer from Railroad Retirement account 41 5,900 

Reimbursement, transitional uninsured coverage 286,000 

Reimbursement, program management general fund 215,000 

Interest on reimbursements, CMS 1 507 

Interest on reimbursements, Railroad Retirement 28,992 

Other 256 

Reimbursement, Union Activity 1,316 

Fraud and abuse control receipts: 

Criminal fines 347,896 

Civil monetary penalties 1 3, 1 35 

Civil penalties and damages, CMS 1,1 05 

Civil penalties and damages, Department of Justice 339,1 65 

3% administrative expense reimbursement, Department of Justice 10,493 

Fraud and abuse appropriation for FBI 114,000 

Total revenue $196,921,352 

Expenditures: 

Net benefit payments $181 ,291 ,833 

Administrative expenses: 

Treasury administrative expenses 129,954 

Salaries and expenses, SSA 2 661 ,690 

Salaries and expenses, CMS 3 940,029 

Salaries and expenses, Office of the Secretary, HHS 30,990 

Medicare Payment Advisory Commission 5,940 

Fraud and abuse control expenses: 

HHS Medicare integrity program 716,886 

HHS Office of Inspector General 1 87,581 

Department of Justice 62,972 

FBI 114,000 

Total expenditures $184,141,874 

Net addition to the trust fund 12,779,477 

Total assets of the trust fund, end of period $277,722,686 


1 A positive figure represents a transfer to the HI trust fund from the other trust funds. A negative figure 
represents a transfer from the HI trust fund to the other funds. 
2 For facilities, goods, and services provided by SSA. 
includes administrative expenses of the intermediaries. 

Note: Totals do not necessarily equal the sums of rounded components. 

a. Revenues 

The trust fund's primary source of income consists of amounts 
appropriated to it, under permanent authority, on the basis of taxes 
paid by workers, their employers, and individuals with self- 
employment income, in work covered by HI. Included in HI are 
workers covered under the OASDI program, those covered under the 
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their earnings, together with a substantial net positive adjustment 
for prior years' actual-versus-estimated tax differences. 

Up to 85 percent of an individual's or couple's OASDI benefits may be 
subject to Federal income taxation if their income exceeds certain 
thresholds. The income tax revenue attributable to the first 
50 percent of OASDI benefits is allocated to the OASI and DI trust 
funds. The revenue associated with the amount between 50 and 
85 percent of benefits is allocated to the HI trust fund. Income from 
the taxation of OASDI benefits amounted to $8,765 million in fiscal 
year 2005. 

Another substantial source of trust fund income is interest credited 
from investments in government securities held by the fund. In fiscal 
year 2005, $15,126 million in interest was credited to the fund. The 
trust fund's investment procedures are described later in this section. 

Section 1818 of the Social Security Act provides that certain persons 
not otherwise eligible for HI protection may obtain coverage by 
enrolling in HI and paying a monthly premium. Premiums collected 
from such voluntary participants in fiscal year 2005 amounted to 
about $2,303 million. 

The Railroad Retirement Act provides for a system of coordination 
and financial interchange between the Railroad Retirement program 
and the HI trust fund. This financial interchange requires a transfer 
that would place the HI trust fund in the same position in which it 
would have been if railroad employment had always been covered 
under the Social Security Act. In accordance with these provisions, a 
transfer of $416 million in principal and about $16 million in interest 
from the Railroad Retirement program's Social Security Equivalent 
Benefit Account to the HI trust fund balanced the two systems as of 
September 30, 2004. This amount, together with interest to the date 
of transfer totaling about $13 million, was transferred to the trust 
fund in June 2005. 

Two sections of the statute authorize HI benefits for certain 
uninsured persons aged 65 and over. Entitlement to HI benefits was 
provided to almost all persons aged 65 and over, or near that age, 
when the HI trust fund first began operations. Legislation in 1982 
added similar transitional entitlement for those Federal employees 
who would retire before having had a chance to earn sufficient 
quarters of Medicare-qualified Federal employment. The costs of such 
coverage, including administrative expenses, are reimbursed from the 
general fund of the Treasury. In fiscal year 2005, such 
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reimbursement amounted to $286 million: $285 million for estimated 
benefit payments and $1 million for administrative expenses. The 
$285 million for benefit payments consisted of $86 million for non- 
Federal uninsured and $199 million for Federal uninsured 
beneficiaries. 

The Health Insurance Portability and Accountability Act of 1996 
established a health care fraud and abuse control account within the 
HI trust fund. Monies derived from the fraud and abuse control 
program are transferred from the general fund of the Treasury to the 
HI trust fund. During fiscal year 2005, the trust fund was credited 
with about $826 million in receipts from this program. 

b. Expenditures 

Expenditures for HI benefit payments and administrative expenses 
are paid out of the trust fund. All expenses incurred by the 
Department of Health and Human Services, the Social Security 
Administration, the Department of the Treasury (including the 
Internal Revenue Service), and the Department of Justice in 
administering HI are charged to the trust fund. Such administrative 
duties include payment of benefits, the collection of taxes, fraud and 
abuse control activities, and experiments and demonstration projects 
designed to determine various methods of increasing efficiency and 
economy in providing health care services, while maintaining the 
quality of such services, under HI and SMI. 

In addition, Congress has authorized expenditures from the trust 
funds for construction, rental and lease, or purchase contracts of 
office buildings and related facilities for use in connection with the 
administration of HI. These costs are included in trust fund 
expenditures. The net worth of facilities and other fixed capital 
assets, however, is not carried in the statement of trust fund assets 
presented in this report, since the value of fixed capital assets does 
not represent funds available for benefit or administrative 
expenditures and is not, therefore, considered in assessing the 
actuarial status of the funds. 

Of the $184,142 million in total HI expenditures, $181,292 million 
represented net benefits paid from the trust fund for health services. 17 
Net benefit payments increased 10.5 percent in fiscal year 2005 over 


17 Net benefits equal the total gross amounts initially paid from the trust fund during 
the year, less recoveries of overpayments identified through fraud and abuse control 
activities. 
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the corresponding amount of $164,079 million paid during the 
preceding fiscal year. This increase reflected the impact of the 
Medicare Modernization Act. Additional information on HI benefits 
by type of service is available in section IV.A. 

The remaining $2,850 million of expenditures was for net HI 
administrative expenses, after adjustments to the preliminary 
allocation of administrative costs among the Social Security and 
Medicare trust funds and the general fund of the Treasury. This 
amount includes $1,081 million for the health care fraud and abuse 
control program. 

c. Actual experience versus prior estimates 

Table III.B3 compares the actual experience in fiscal year 2005 with 
the estimates presented in the 2004 and 2005 annual reports. A 
number of factors can contribute to differences between estimates and 
subsequent actual experience. In particular, actual values for key 
economic and other variables can differ from assumed levels, and 
legislative and regulatory changes may be adopted after a report's 
preparation. The comparison in table III.B3 indicates that actual HI 
tax income in 2005 was slightly higher than estimated in the 2004 
and 2005 reports, primarily because actual wage growth was higher 
than earlier estimates for the last few years. Actual HI benefit 
payments in fiscal year 2005 were slightly higher than the amount 
projected in the 2005 report primarily as a result of higher growth in 
inpatient hospital expenditures than had been estimated. The actual 
amount was very close to the amount projected in the 2004 report. 


Table III.B3. — Comparison of Actual and Estimated Operations of the HI Trust Fund, 

Fiscal Year 2005 

[Dollar amounts in millions] 




Comparison of actual experience with estimates for 
fiscal year 2005 published in — 



2005 report 

2004 report 

Item 

Actual 
amount 

Actual as 
Estimated percentage 
amount 1 of estimate 

Actual as 
Estimated percentage 
amount 1 of estimate 

Payroll taxes 
Benefit payments 

$168,954 
182,292 

$165,623 102% 
176,982 103 

$167,178 101% 
182,861 100 


'Under the intermediate assumptions. 

d. Assets 

The portion of the trust fund that is not required to meet current 
expenditures for benefits and administration is invested, on a daily 
basis, in interest-bearing obligations of the U.S. Government. The 
Social Security Act authorizes the issuance of special public-debt 
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Over the next 10 years, most of the smaller sources of financing for 
the HI trust fund are projected to increase as well. More detailed 
descriptions of these sources of income can be found in section IILB1. 

Interest earnings have been a significant source of income to the trust 
fund for many years, surpassed only by payroll taxes. As the trust 
fund levels off in the near future, with income roughly equal to 
expenditures, interest earnings would also remain about level. 

Benefit expenditures are projected to increase each year from 2006 to 
2015. For the entire short-range period and beyond, benefits are 
expected to increase at a faster rate than income. 

Since future economic, demographic, and health care usage and cost 
experience may differ considerably from the intermediate 
assumptions on which the cost estimates shown in table III.B4 were 
based, projections have also been prepared on the basis of two 
different sets of assumptions, labeled "low cost" and "high cost." The 
three sets of assumptions were selected to illustrate the sensitivity of 
costs to different economic and demographic trends, and to provide an 
indication of the uncertainty associated with HI financial projections. 
The low cost and high cost alternatives provide for a fairly wide range 
of possible experience. While actual experience may be expected to 
fall within the range, no assurance can be made that this will be the 
case, particularly in light of the wide variations in experience that 
have occurred in the past. The assumptions used in preparing 
projections under the low cost and high cost alternatives, as well as 
under the intermediate assumptions, are discussed more fully in 
section IV.A of this report. 

The estimated operations of the HI trust fund during calendar years 
2005 to 2015, under all three alternatives, are summarized in 
table III.B5. The trust fund ratio, defined as the ratio of assets at the 
beginning of the year to expenditures during the year, was 
147 percent for 2005. Under the intermediate assumptions, the trust 
fund ratio is projected to steadily decline to a level of 66 percent by 
2015. Beyond the 10-year short-term projection period, the ratio 
would continue to decline, with the fund becoming exhausted in 2018 
under the intermediate assumptions. 

Under the low cost alternative, exhaustion would occur in 2041, while 
under the high cost alternative, exhaustion would occur in 2013, 
within the 10-year period. Without corrective legislation, therefore, 
the assets of the HI trust fund would be exhausted within the next 
7 to 12 years under the high cost and intermediate assumptions. The 
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fact that exhaustion would occur under a fairly broad range of future 
economic conditions, and is expected to occur in the not-distant 
future, indicates the importance of promptly addressing the HI trust 
fund's financial imbalance. 

Table III.B5. — Estimated Operations of the HI Trust Fund during 
Calendar Years 2005-2015, under Alternative Sets of Assumptions 

[Dollar amounts in billions] 

Ratio of assets to 

Calendar Total Net increase Fund at expenditures 1 


year 

Total income 

expenditures 

in fund 

end of year 


(percent) 

Intermediate: 







2005 2 

$199.4 

$182.9 

$16.4 

$285.8 


147 

2006 

210.2 

200.5 

9.7 

295.5 


143 

2007 

219.0 

213.1 

5.9 

301.4 


139 

2008 

233.4 

226.6 

6.9 

308.3 


133 

2009 

245.7 

242.6 

3.1 

311.3 


127 

2010 

257.4 

259.2 

-1.8 

309.6 


120 

2011 

270.9 

276.9 

-6.1 

303.5 


112 

2012 

284.3 

296.5 

-12.2 

291.3 


102 

2013 

296.4 

317.7 

-21.3 

270.0 


92 

2014 

308.4 

339.6 

-31.1 

238.9 


80 

2015 

320.3 

362.5 

-42.2 

196.6 


66 

Low cost: 







2005 2 

199.4 

182.9 

16.4 

285.8 


147 

2006 

210.6 

196.6 

14.0 

299.8 


145 

2007 

219.6 

204.9 

14.7 

314.5 


146 

2008 

233.6 

213.1 

20.5 

335.0 


148 

2009 

246.0 

223.2 

22.8 

357.8 


150 

2010 

258.0 

233.2 

24.8 

382.6 


153 

2011 

272.4 

244.1 

28.3 

411.0 


157 

2012 

287.4 

256.1 

31.2 

442.2 


160 

2013 

301.7 

269.2 

32.5 

474.7 


164 

2014 

316.2 

281.8 

34.4 

509.1 


168 

2015 

330.6 

294.1 

36.4 

545.6 


173 

High cost: 







2005 2 

199.4 

182.9 

16.4 

285.8 


147 

2006 

206.4 

204.1 

2.3 

288.1 


140 

2007 

210.4 

220.0 

-9.6 

278.5 


131 

2008 

226.1 

238.5 

-12.4 

266.0 


117 

2009 

234.8 

259.3 

-24.5 

241.5 


103 

2010 

247.0 

286.2 

-39.1 

202.4 


84 

2011 

266.2 

320.6 

-54.3 

148.1 


63 

2012 

282.0 

356.1 

-74.1 

74.0 


42 

201 3 s 

294.2 

392.1 

-97.9 

-24.0 


19 

201 4 3 

306.5 

429.7 

-123.2 

-147.2 


-6 

201 5 3 

315.3 

470.0 

-154.7 

-301.8 


-31 


'Ratio of assets in the fund at the beginning of the year to expenditures during the year. 
"Figures for 2005 represent actual experience. 

Estimates for 2013 and later are hypothetical, since the HI trust fund would be exhausted in those 
years. 

Note: Totals do not necessarily equal the sums of rounded components. 

The Board of Trustees has established an explicit test of short-range 
financial adequacy. The requirements of this test are as follows: (i) If 
the HI trust fund ratio is at least 100 percent at the beginning of the 
projection period, then it must be projected to remain at or above 
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fund balance at the end of the valuation period, is the actuarial 
balance. 

In keeping with a decision by the Board of Trustees that it is 
advisable to maintain a balance in the trust fund equal to a minimum 
of 1 year's expenditures, the target trust fund balance is equal to the 
following year's estimated costs at the end of the 75-year projection 
period. It should be noted that projecting an end-of-period target trust 
fund balance does not necessarily insure that the trust fund will 
maintain such a balance on a year-by-year basis. 

The actuarial balance can be interpreted as the percentage that must 
be added to the current law income rates and/or subtracted from the 
current law cost rates immediately and throughout the entire 
valuation period in order for the financing to support HI costs and 
provide for the targeted trust fund balance at the end of the 
projection period. The income rate increase according to this method 
is 3.51 percent of taxable payroll. However, if no changes were made 
until the year the trust fund would be exhausted, then the required 
increase would be 4.51 percent of taxable payroll under the 
intermediate assumptions. If changes were instead made year by 
year, as needed to balance each year's costs and tax revenues, then 
the changes would be minimal through about 2010, but would grow 
rapidly thereafter to more than 8 percent of taxable payroll by the 
end of the projection period. 

The actuarial balances under all three alternative sets of 
assumptions, for the next 25, 50, and 75 years, are shown in 
table III.B8. The summarized income rate for the entire 75-year 
period under the intermediate assumptions is 3.39 percent of taxable 
payroll. The summarized HI cost rate under the intermediate 
assumptions, for the entire 75-year period, is 6.90 percent. As a 
result, the HI trust fund fails to meet the Trustees' long-range test of 
close actuarial balance by a wide margin. (Section V.G contains the 
definition of this test.) 
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1.1 percentage points (as assumed for the intermediate assumptions), 
and 1.6 percentage points (as assumed for the low cost alternative). 
In each case, the ultimate annual increase in the Consumer Price 
Index (CPI) is assumed to be 2.8 percent (as assumed for the 
intermediate assumptions), yielding ultimate percentage increases in 
average annual wages in covered employment of 3.4, 3.9, and 
4.4 percent under the three illustrations, respectively. 

Past increases in real earnings have exhibited substantial variation. 
During 1951-1970, real earnings grew by an average of 2.2 percent 
per year. During 1972-1996, however, the average annual increase in 
real earnings amounted to only 0.53 percent. 24 Poor performance in 
real-wage growth would be a matter of some concern; as shown in 
table III.B13, projected HI costs are fairly sensitive to the assumed 
growth rates in real wages. For the 75-year period 2006-2080, the 
summarized cost rate decreases from 7.29 percent (for a real-wage 
differential of 0.6 percentage point) to 6.62 percent (for a differential 
of 1.6 percentage points). The HI actuarial balance over this period 
shows a corresponding improvement for faster rates of growth in real 
wages. 

Table III.B1 3— Estimated HI Income Rates, Cost Rates, and Actuarial Balances, 
Based on Intermediate Estimates with Various Real-Wage Assumptions 

[As a percentage of taxable payroll] 

Ultimate percentage increase in wages-CPI 1 


Valuation period 3.4-2.8 3.9-2.8 4.4-2.8 


Summarized income rate: 




25-year: 2006-2030 

3.45 

3.41 

3.39 

50-year: 2006-2055 

3.44 

3.39 

3.36 

75-year: 2006-2080 

3.44 

3.39 

3.36 

Summarized cost rate: 




25-year: 2006-2030 

4.57 

4.39 

4.31 

50-year: 2006-2055 

6.16 

5.87 

5.69 

75-year: 2006-2080 

7.29 

6.90 

6.62 

Actuarial balance: 




25-year: 2006-2030 

-1.12 

-0.98 

-0.92 

50-year: 2006-2055 

-2.73 

-2.48 

-2.33 

75-year: 2006-2080 

-3.85 

-3.51 

-3.27 


1 The first value in each pair is the assumed ultimate annual percentage increase in average wages in 
covered employment. The second value is the assumed ultimate annual percentage increase in the CPI. 
The difference between the two values is the real-wage differential. 


The sensitivity of the HI actuarial balance to different real-wage 
assumptions is significant, but not as substantial as one might 
intuitively expect. Higher real-wage differentials immediately 
increase both HI expenditures for health care and wages for all 
workers. Though there is a full effect on wages and payroll taxes, the 


24 This period was chosen because it begins and ends with years in which the economy 
reached full employment. The period thus allows measurement of trend growth over 
complete economic cycles. 
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effect on benefits is only partial, since not all health care costs are 
wage-related. Thus, the HI cost rate decreases with increasing real- 
wage differentials, because the higher real-wage levels increase the 
taxable payroll to a greater extent than they increase HI benefits. In 
particular, each 0.5-percentage-point increase in the assumed real- 
wage differential increases the long-range HI actuarial balance, on 
average, by about 0.29 percent of taxable payroll. 

b. Consumer Price Index 

Table III. B 14 shows the estimated HI income rates, cost rates, and 
actuarial balances on the basis of the intermediate alternative, with 
various assumptions about the rate of increase for the CPI. These 
assumptions are that the ultimate annual increase in the CPI will be 
1.8 percent (as assumed for the low cost alternative), 2.8 percent (as 
assumed for the intermediate assumptions), and 3.8 percent (as 
assumed for the high cost alternative). In each case, the ultimate 
real-wage differential is assumed to be 1.1 percent (as assumed for 
the intermediate assumptions), yielding ultimate percentage 
increases in average annual wages in covered employment of 2.9, 3.9, 
and 4.9 percent under the three illustrations. 

Table III.B14. — Estimated HI Income Rates, Cost Rates, and Actuarial Balances, 
Based on Intermediate Estimates with Various CPI-lncrease Assumptions 

[As a percentage of taxable payroll] 

Ultimate percentage increase in wages-CPI 1 

Valuation period 2.9-1.8 3.9-2.8 4.9-3.8 


Summarized income rate: 




25-year: 2006-2030 

3.42 

3.41 

3.39 

50-year: 2006-2055 

3.40 

3.39 

3.36 

75-year: 2006-2080 

3.41 

3.39 

3.36 

Summarized cost rate: 




25-year: 2006-2030 

4.40 

4.39 

4.37 

50-year: 2006-2055 

5.88 

5.87 

5.84 

75-year: 2006-2080 

6.91 

6.90 

6.86 

Actuarial balance: 




25-year: 2006-2030 

-0.98 

-0.98 

-0.98 

50-year: 2006-2055 

-2.47 

-2.48 

-2.47 

75-year: 2006-2080 

-3.50 

-3.51 

-3.50 


1 The first value in each pair is the assumed ultimate annual percentage increase in average wages in 
covered employment. The second value is the assumed ultimate annual percentage increase in the CPI. 


The cost rate remains about the same with greater assumed rates of 
increase in the CPI. Over the 75-year projection period, for example, 
the cost rate decreases from 6.91 percent (for CPI increases of 
1.8 percent) to 6.86 percent (for CPI increases of 3.8 percent). The 
relative insensitivity of projected HI cost rates to different levels of 
general inflation occurs because inflation is assumed to affect both 
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the taxable payroll of workers and medical care costs about equally. 25 
In practice, differing rates of inflation could occur between the 
economy in general and the medical-care sector. The effect of such a 
difference can be judged from the sensitivity analysis shown in the 
subsequent section on miscellaneous health care cost factors. An 
increase of 1 percentage point in the rate of change assumed for the 
CPI has a negligible effect on the long-range actuarial balance. 

c. Real-Interest Rate 

Table III.B15 shows the estimated HI income rates, cost rates, and 
actuarial balances under the intermediate alternative, with various 
assumptions about the annual real-interest rate for special public- 
debt obligations issuable to the trust fund. These assumptions are 
that the ultimate annual real-interest rate will be 2.1 percent (as 
assumed for the high cost alternative), 2.9 percent (as assumed for 
the intermediate assumptions), and 3.6 percent (as assumed for the 
low cost alternative). In each case, the ultimate annual increase in 
the CPI is assumed to be 2.8 percent (as assumed for the 
intermediate assumptions), resulting in ultimate annual yields of 4.9, 
5.7, and 6.4 percent under the three illustrations. 

Table III.B15. — Estimated HI Income Rates, Cost Rates, and Actuarial Balances, 
Based on Intermediate Estimates with Various Real-Interest Assumptions 

[As a percentage of taxable payroll] 

Ultimate annual real-interest rate 


Valuation period 


2.1 percent 

2.9 percent 

3.6 percent 

Summarized income rate: 





25-year: 2006-2030 


3.40 

3.41 

3.42 

50-year: 2006-2055 


3.38 

3.39 

3.40 

75-year: 2006-2080 


3.39 

3.39 

3.40 

Summarized cost rate: 





25-year: 2006-2030 


4.45 

4.39 

4.33 

50-year: 2006-2055 


6.11 

5.87 

5.66 

75-year: 2006-2080 


7.36 

6.90 

6.52 

Actuarial balance: 





25-year: 2006-2030 


-1.05 

-0.98 

-0.91 

50-year: 2006-2055 


-2.73 

-2.48 

-2.26 

75-year: 2006-2080 


-3.97 

-3.51 

-3.12 


For all periods, the cost rate decreases with increasing real-interest 
rates. Over 2006-2080, for example, the summarized HI cost rate 
would decline from 7.36 percent (for an ultimate real-interest rate of 
2.1 percent) to 6.52 percent (for an ultimate real-interest rate of 
3.6 percent). Thus, each 1.0-percentage-point increase in the assumed 
real-interest rate increases the long-range actuarial balance, on 


2 The slight sensitivity shown in the table results primarily from the fact that the fiscal 
year 2006 payment rates for all providers have already been set before the actual CPI 
is known. 
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Figure 111.01. — Comparison of Average Monthly SMi Benefits, Premiums, and Coat- 
Shaiing to the Average Monthly Social Security Boneflt 
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The Social Security benefits shown in figure III.C1 are baswd on the 
average OASI benefit amount for all retired workers; individual 
retirees may receive significantly more or less than the average, 
depending on their past earnings. The value of SMI benefits to 
individual enrollees t and their cost-sharing payments, varies even 
more substantially, depending on their income, asset*, and u«t of 
covered health services in a given year. In particular, Part B 
premiums and cost-sharing amounts for beneficiaries with very low 
incomes are paid by Medicaid, and (except for nominal copaymentsi 
the corresponding Part D amounts are paid through th<* Medicare 
low-income drug subsidy. Moreover. Part B beneficiaries with very 
high incomes will pay a higher income-related premium beginning in 
2007. For purposes of illustration, the average SMI benefit v;ilur nnd 
cost-sharing liability for all beneficiaries are show~n. Results for 
individual beneficiaries can vary substantially from these 
illustrations. Further information on the nature of this comparison, 
and the variations from the illustrative average results, is available 
at http://ww^\cms.hhs.gov/ReportsTrustFu 

Another way to evaluate the implications of rapid SMI growth is to 
compare the government contributions to the SMI trust fund with 
total Federal income taxes {personal and corporate income taxes I. 
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Table III.C4 indicates that SMI general revenues in fiscal year 2005 
were equivalent to about 9.6 percent of total Federal income taxes 
collected in that year. With the addition of the prescription drug 
benefit in 2006, SMI general revenues will substantially increase as a 
percentage of total income taxes. If such taxes in the future maintain 
their historical average level of the last 50 years, relative to the 
national economy, then SMI general revenue financing in 2080 would 
represent about 40 percent of total income taxes, based on the 
intermediate projections. 


Table III.C4. — SMI General Revenues as a Percentage of Personal and Corporate 

Federal Income Taxes 


Fiscal year 

Percentage of income taxes 1 

Historical data: 


1970 

0.8% 

1980 

2.2 

1990 

5.9 

2000 

5.4 

2005 

9.6 

Intermediate estimates: 


2010 

14.2 

2020 

17.5 

2030 

24.4 

2040 

29.5 

2050 

32.9 

2060 

35.9 

2070 

38.4 

2080 

40.0 


Includes the Part D prescription drug benefit beginning in 2006. 


These examples illustrate the significant impact that SMI 
expenditure growth has had to date on beneficiaries and the Federal 
Budget. Under current law, the projected SMI expenditure increases 
associated with the cost of providing health care generally, plus the 
impact of the baby boom generation reaching eligibility age, would 
continue to exert growing pressure. This outlook reinforces the 
Trustees' recommendation for development and enactment of reforms 
to reduce the rate of growth in SMI expenditures. 

2. Part B Account 

a. Financial Operations in Fiscal Year 2005 

A statement of the revenue and expenditures of the Part B account of 
the SMI trust fund in fiscal year 2005, and of its assets at the 
beginning and end of the fiscal year, is presented in table III.C5. 
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Table III.C6— Standard Part B Monthly Premium Rates, Actuarial Rates, and 
Premium Rates as a Percentage of Part B Cost 


Premium rates as a 
Monthly actuarial rate percentage of Part B cost 



Standard 


Disabled 


Disabled 


monthly 

Enrollees aged enrollees under Enrollees aged 

enrollees 


premium rate 

65 and over 

age 65 

65 and over 

under age 65 

July 1966-March 1968 

$3.00 





50.0% 

— 

April 1968-June 1970 

4.00 

— 

— 

50.0 

— 

12-month period ending June 30 of 





1971 

5.30 

— 

— 

50.0 


1972 

5.60 



50.0 


1973 

5.80 

— 


50.0 


1974 1 

6.30 

$6.30 

q> 14.0U 

OU.U 

21 .7% 

1975 

6.70 

6.70 

18.00 

50.0 

18.6 

1976 

6.70 

7.50 

18.50 

44.7 

18.1 

1977 

7.20 

10.70 

19.00 

33.6 

18.9 

1978 

7.70 

12.30 

25.00 

31.3 

15.4 

1979 

8.20 

13.40 

25.00 

30.6 

16.4 

1980 

8.70 

13.40 

25.00 

32.5 

17.4 

1981 

9.60 

16.30 

25.50 

29.4 

18.8 

1982 

11.00 

22.60 

36.60 

24.3 

15.0 

1983 

12.20 

24.60 

42.10 

24.8 

14.5 

July 1 983-December 1983 

12.20 

27.00 

46.10 

22.6 

13.2 

Calendar year 






1984 

14.60 

29.20 

54.30 

25.0 

13.4 

1985 

15.50 

31.00 

52.70 

25.0 

14.7 

1986 

15.50 

31.00 

40.80 

25.0 

19.0 

1987 

17.90 

35.80 

53.00 

25.0 

16.9 

1988 

24.80 

49.60 

48.60 

25.0 

25.5 

1989 

31 .90 2 

55.80 

34.30 

25.0 3 

40. T 3 

1990 

28.60 

57.20 

44.10 

25.0 

32.4 

1991 

29.90 

62.60 

56.00 

23.9 

26.7 

1992 

31.80 

60.80 

80.80 

26.2 

19.7 

1993 

36.60 

70.50 

82.90 

26.0 

22.1 

1994 

41.10 

61.80 

76.10 

33.3 

27.0 

1995 

46.10 

73.10 

105.80 

31.5 

21.8 

1996 

42.50 

84.90 

105.10 

25.0 

20.2 

1997 

43.80 

87.60 

110.40 

25.0 

1 9.8 

1998 

43.80 

87.90 

97.10 

24.9 

22.6 

1999 

45.50 

92.30 

103.00 

24.6 

22.1 

2000 

45.50 

91.90 

121.10 

24.8 

18.8 

2001 

50.00 

101.00 

132.20 

24.8 

18.9 

2002 

54.00 

109.30 

123.10 

24.7 

21.9 

2003 

58.70 

118.70 

141.00 

24.7 

20.8 

2004 

66.60 

133.20 

175.50 

25.0 

19.0 

2005 

78.20 

156.40 

191.80 

25.0 

20.4 

2006 

88.50 

176.90 

203.70 

25.0 

21.7 


1 ln accordance with limitations on the costs of health care imposed under Phase III of the Economic 
Stabilization program, the standard premium rates for July and August 1973 were set at $5.80 and 
$6.10, respectively. Effective September 1973, the rate increased to $6.30. 

"This rate includes the $4.00 catastrophic coverage monthly premium that was paid by most enrollees 
under the Medicare Catastrophic Coverage Act of 1988 (subsequently repealed). 
3 The premium rates as a percentage of Part B cost for calendar year 1989 apply to the non-catastrophic 
portion of the standard monthly premium rate. 

Figure III.C2 is a graphical representation of the monthly per capita 
financing rates, for financing periods since 1983, for enrollees aged 65 
and over and for disabled individuals under age 65. The graph shows 
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the portion of the financing contributed by the beneficiaries and by 
general revenues. As indicated, general revenue financing is the 
largest income source for Part B. 

Figure III.C2. — Part B Aged and Disabled Monthly Per Capita Trust Fund Income 

$325 


$300 
$275 
$250 
$225 
$200 
$175 
$150 
$125 
$100 
$75 
$50 
$25 


• Beneficiary premium 
•Aged general revenue contribution 
Disabled general revenue contribution 


1992 1994 199 
Financing period 


1998 2000 2002 2004 2006 


Note: The amounts shown do not include the catastrophic coverage monthly premium rate for 1989. 

In fiscal year 2005, contributions received from the general fund of 
the Treasury amounted to $114,002 million, which accounted for 
75.3 percent of total revenue. 

Another source of Part B revenue is interest received on investments 
held by the Part B account. The investment procedures of the Part B 
account are described later in this section. In fiscal year 2005, 
$1,364 million of revenue consisted almost entirely of interest on the 
investments of the account. 

The Managing Trustee may accept and deposit in the Part B account 
unconditional money gifts or bequests made for the benefit of the 
fund. Contributions in the amount of $2 million were made in fiscal 
year 2005. 


85 


SMI Financial Status 


transitional assistance and Part D are paid out of the Part B account, 
as specified by the MMA. 

(3) Actual experience versus prior estimates 

Table III.C7 compares the actual experience in fiscal year 2005 with 
the estimates presented in the 2004 and 2005 annual reports. A 
number of factors can contribute to differences between estimates and 
subsequent actual experience. In particular, actual values for key 
economic and other variables can differ from assumed levels, and 
legislative and regulatory changes may be adopted after a report's 
preparation. Table III.C7 indicates that actual Part B benefit 
payments were higher than estimated in the 2004 report and 2005 
report, reflecting the higher-than-expected expenditures in 2004 and 
2005. Actual premiums were nearly identical to those estimated in 
the 2004 report. Actual government contributions, however, were 
somewhat lower than estimated in the 2004 report because the fiscal 
year 2005 appropriation for government contributions limited the 
actual government contributions to an amount that was below what 
was needed in fiscal year 2005, resulting in additional government 
contributions in fiscal year 2006. Actual premium collections were 
slightly higher than the estimates in the 2005 report. Government 
contributions were nearly identical to the estimates in the 2005 
report, which reflected the actual 2005 financing rates. 


Table III.C7. — Comparison of Actual and Estimated Operations of the Part B Account 
in the SMI Trust Fund, Fiscal Year 2005 

[Dollar amounts in millions] 


Item 

Actual 
amount 

Comparison of actual experience with estimates for 
fiscal year 2005 published in: 

2005 report 

2004 report 

Estimated 
amount 1 

Actual as a 
percentage 
of estimate 

Estimated 
amount 1 

Actual as a 
percentage 
of estimate 

Premiums from enrollees 

$35,940 

$35,752 

101% 

$35,901 

1 00% 

Government contributions 

114,002 

114,002 

100 

117,762 

97 

Benefit payments 

148,623 

147,514 

101 

141,551 

103 


'Under the intermediate assumptions. 

(4) Assets 

The portion of the Part B account that is not required to meet current 
expenditures for benefits and administration is invested in interest- 
bearing obligations of the U.S. Government. 

The Social Security Act authorizes the issuance of special public-debt 
obligations for purchase exclusively by the account. The law requires 
that these special public-debt obligations shall bear interest, at a rate 
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account. However, actual program expenditures for calendar year 
2005 were higher than expected, producing a higher projection base 
for estimating 2006 expenditures. In addition, legislation raised the 
physician payment update to 0.2 percent for 2006 after the financing 
rates had been determined for 2006. 30 (In the absence of this 
legislation, the update would have been -4.4 percent.) The legislation 
and higher projection base result in a smaller- than-targe ted projected 
increase in the account in 2006. 

Actual deficits in the Part B account in 2003 and 2004 drew account 
assets to a level that is well below the range preferred for contingency 
purposes. As a result, beneficiary premiums and matching general 
revenue financing were increased substantially for 2005 and 2006. 
The estimated expenditures shown in table III.C8 are substantially 
understated beginning in 2007 as a result of the current-law negative 
physician payment updates for 2007 through at least 2015. For 2007, 
the projections are based on a 12-percent increase in income and an 
assumed physician payment update of -4.7 percent, as would be 
required under current law. Accordingly, the account is then 
projected to increase to $45.6 billion by the end of 2007, with the 
inclusion of financing margins to restore contingency reserves to the 
preferred level. After 2007, the financing margins are set in such a 
way that the account assets will increase with the estimated 
expenditures plus a margin, so that the preferred contingency level 
would be maintained. If legislation is again enacted to prevent a 
reduction in physician fees and is done so after the Part B financing 
is established for 2007 — as has happened for 3 of the last 4 years — 
then the increase in assets would be much smaller, and the reserve 
adequacy would remain far below the appropriate level. 

The statutory provisions governing Part B financing have changed 
over time. Most recently, the Balanced Budget Act of 1997 provided 
for the permanent establishment of the Part B premium at the level 
of about 25 percent of aged expenditures. Figure III.C3 shows 
historical and projected ratios of premium income to Part B 
expenditures. 


30 The Deficit Reduction Act froze the conversion factor for 2006. Changes in relative 
value units (RVUs), which increased the average RVU by about 0.2 percent, result in a 
physician fee schedule update of 0.2 percent for 2006. 
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Table III.C9.— Growth in Part B Benefits (Cash Basis) through December 31, 2015 



Aggregate benefits 

Percent 

Per capita 

Percent 

Part B benefits as a 

Calendar year 

[billions] 

change 

benefits 

change 

percentage of GDP 

Historical data: 






1970 

$2.0 

5.9 

$101 

3.5 

0.19 

1975 

4.3 

28.8 

180 

24.6 

0.26 

1980 

10.6 

22.1 

390 

19.3 

0.38 

1985 

22.9 

16.7 

768 

14.5 

0.54 

1990 

42.5 

10.9 

1 ,304 

9.1 

0.73 

1995 

65.0 

10.8 

1 ,823 

9.2 

0.88 

1996 

68.6 

5.6 

1 ,900 

4.2 

0.88 

1997 

72.8 

6.1 

1 ,996 

5.1 

0.88 

1998 

76.1 1 

4.6 

2,071 

3.7 

0.87 

1999 

80.7 1 

6.0 

2,180 

5.3 

0.87 

2000 

88.9 1 

10.1 

2,381 

9.2 

0.91 

2001 

99.7 1 

12.1 

2,646 

11.1 

0.98 

2002 

111.0 1 

11.3 

2,922 

10.4 

1.06 

2003 

123.8 1 

11.6 

3,209 

9.8 

1.13 

2004 

135.0 

9.0 

3,452 

7.6 

1.15 

2005 

149.2 

10.6 

3,768 

9.2 

1.20 

Intermediate estimates: 





2006 

170.6 

14.4 

4,252 

12.8 

1.29 

2007 

178.1 

4.4 

4,372 

2.8 

1 .28 

2008 

191.1 

7.3 

4,608 

5.4 

1.31 

2009 

204.6 

-7 i 

/.l 

4,842 

5.1 

1 ,oo 

2010 

217.0 

6.0 

5,044 

4.2 

1.34 

2011 

229.6 

5.8 

5,232 

3.7 

1.36 

2012 

244.6 

6.5 

5,424 

3.7 

1.38 

2013 

261.3 

6.8 

5,626 

3.7 

1.41 

2014 

278.4 

6.5 

5,833 

3.7 

1.44 

2015 

296.1 

6.4 

6,037 

3.5 

1.46 


See footnote 7 of table III.C8. 


The projected growth in Part B benefits slows dramatically during 
the next 10 years under current law. This is principally because the 
physician fee schedule payment updates are determined based on the 
sustainable growth rate system (SGR). The SGR requires that future 
physician payment increases be adjusted for past actual physician 
spending relative to a target spending level. The cumulative 
implications of past physician spending being over the target levels, 
exacerbated by the physician updates legislated in the Medicare 
Modernization Act and the Deficit Reduction Act (for which no 
corresponding increase in target spending was allowed), yield 
projected physician payment updates of about -5 percent annually for 
at least 9 consecutive years, beginning in 2007. Multiple years of 
significant reductions in physician payments per service are very 
unlikely to occur before legislative changes intervene, but these 
payment reductions are required under the current-law SGR system 
and are included in the physician fee schedule projections. 
Consequently, the current-law Part B projections shown in this report 
are expected to substantially understate actual future expenditures 
in 2007 and later. 


92 


SMI Financial Status 

Reflecting the recent actual experience and the impact of the DRA, 
the estimated Part B costs shown in this annual report are higher 
than those in the 2005 annual report. The costs are projected to be 
higher throughout the entire 10-year period. Despite the statutory 
reductions to physician payments, Part B costs in the 2006 annual 
report are expected to continue increasing faster than GDP, as 
indicated in table III.C9. 

Since future economic, demographic, and health care usage and cost 
experience may vary considerably from the intermediate assumptions 
on which the preceding cost estimates were based, estimates have 
also been prepared using two alternative sets of assumptions: low 
cost and high cost. The estimated operations of the Part B account for 
all three alternatives are summarized in table III.C10. The 
assumptions underlying the intermediate assumptions are presented 
in substantial detail in section IV.B1. The assumptions used in 
preparing estimates under the low cost and high cost alternatives are 
also summarized in that section. 
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Part B expenditures are estimated to grow significantly faster than 
GDP under the intermediate and high cost assumptions. Based on the 
low cost assumptions, expenditures would increase more slowly than 
GDP in 2007 through 2015. 

The alternative projections shown in table III. CIO illustrate two 
important aspects of the financial operations of the Part B account: 

• Despite the widely differing assumptions underlying the three 
alternatives, the balance between Part B income and expenditures 
remains relatively stable. Under the low cost assumptions, for 
example, by 2015 both income and expenditures would be around 
20 percent lower than projected under the intermediate 
assumptions. The corresponding amounts under the high cost 
assumptions would be around 33 percent higher than the 
intermediate estimates. 

This result occurs because the premiums and general revenue 
contributions underlying Part B financing are reestablished 
annually to match each year's anticipated incurred benefit costs 
and other expenditures. Thus, Part B income will automatically 
track Part B expenditures fairly closely, regardless of the specific 
economic and other conditions. 

• As a result of the close matching of income and expenditures 
described above, projected account assets show stable patterns of 
change under all three sets of assumptions. The annual adjustment 
of premiums and general revenue contributions permits the 
maintenance of a Part B account balance that, while relatively 
small, is sufficient to guard against chance fluctuations. 

It should be noted, however, that continued enactment of 
legislation to prevent a reduction in physician fees, after financing 
for a year has been set, jeopardizes the adequacy of Part B assets. 
Such legislative actions in recent years have contributed to a 
substantial decline in Part B assets, which, minus corresponding 
liabilities, are now at their lowest level relative to annual 
expenditures in nearly 30 years. Efforts to restore assets to a more 
appropriate level have required premium and general revenue 
increases of 13.4 percent, 17.4 percent, and 13.2 percent in 2004 
through 2006, respectively, with only minimal progress made in 
increasing asset adequacy. 
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in table III. C 12. In some years, account assets have not been as large 
as liabilities. Nonetheless, the fund has remained positive, allowing 
claims to be paid. 

Table 111.012. — Summary of Estimated Part B Assets and Liabilities as of the End of 
the Financing Period, for Periods through December 31, 2006 

[Dollar amounts in millions] 

General 

revenue Benefits Administrative Excess of 



Balance in 

due but 

Total 

incurred 

costs incurred 

Total 

assets over 



trust fund 

unpaid 

assets 

but unpaid 

but unpaid 

liabilities 

liabilities 

Ratio 

Historical data: 








As of June 30, 








1970 

$57 

$15 

$72 

$567 


$567 

-$495 

-0.21 

1975 

1,424 

67 

1,491 

1,257 

$14 

1,271 


0.04 

1980 

4,657 


4,657 

2,621 

188 

2,809 

1,848 

0.15 

As of December 31 , 








1985 

10,924 


10,924 

3,142 

-38 

3,104 

7,820 

0.28 

1990 

15,482 


15,482 

4,060 

20 

4,080 

1 1 ,402 

0.24 

1995 

20,023 

6,893 

26,916 

4,282 

-214 

4,068 

22,847 

0.23 

1996 

28,331 


28,331 

4,446 

-217 

4,230 

24,102 

0.33 

1997 

36,131 


36,131 

4,416 

-217 

4,199 

31,933 

0.41 

1998 

46,212 


46,212 

5,531 

-285 

5,246 

40,966 

0.42 

1999 

44,787 


44,787 

6,312 

-285 

6,028 

38,760 

0.42 

2000 

44,027 


44,027 

7,176 

-285 

6,891 

37,136 

0.36 

2001 

41,889 

620 

42,509 

7,799 


7,799 

34,71 1 

0.30 

2002 

34,301 


34,301 

9,053 


9,053 

25,248 

0.20 

2003 

23,953 


23,953 

7,322 


7,322 

16,631 

0.12 

2004 

19,430 


19,430 

9,337 


10,099 

9,331 

0.06 

2005 

24,008 


24,008 

13,237 


13,999 

10,009 

0.06 

Intermediate estimates: 








2006 

28,144 


28,144 

11,959 


12,721 

15,423 

0.09 


'Ratio of the excess of assets over liabilities to the following year's total incurred expenditures. 
2 This amount includes both the principal of $6,736 million and the accumulated interest through 
December 31, 1995 for the shortfall in the fiscal year 1995 appropriation for government contributions. 
Normally, this transfer would have been made on December 31, 1995 and, therefore, would have been 
reflected in the trust fund balance. However, due to absence of funding, the transfer of the principal and 
the appropriate interest was delayed until March 1 , 1996. 

3 Section 708 of the Social Security Act modifies the provisions for the delivery of Social Security benefit 
checks when the regularly designated day falls on a Saturday, Sunday, or legal public holiday. Delivery 
of benefit checks normally due January 3, 1999 occurred on December 31 , 1998. Consequently, the SMI 
premiums withheld from the checks ($1 ,512 million) and the general revenue matching contributions 
($4,711 million) were added to the SMI trust fund on December 31, 1998 and were included in the 
liabilities. 

4 See footnote 2 of table III.C1 1 . 

The amount of assets minus liabilities can be compared with the 
estimated incurred expenditures for the following calendar year to 
form a relative measure of the Part B account's financial status. The 
last column in table III. C 12 shows such ratios for past years and the 
estimated ratio at the end of 2006. Past studies have indicated that a 
ratio of roughly 15-20 percent is sufficient to protect against 
unforeseen contingencies, such as unusually large increases in Part B 
expenditures. At the end of 2005, the Part B reserve ratio was 
6 percent, or significantly below normal requirements. 
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Figure III.C4— Actuarial Status of the SMI Trust Fund through Calendar Year 2005 
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Note: The actuarial status of the SMI trust fund is measured by the ratio of (i) assets minus liabilities at 
the end of the year to; (ii) the following year's incurred expenditures. 

Based on the tests described above, the Trustees conclude that while 
the financing established for the Part B account for calendar year 
2006 is adequate to cover 2006 expected expenditures, the financial 
status of the Part B account in 2006 is still minimally satisfactory. 
Thus, the Part B financing rates for 2007 will have to be increased 
significantly — for the fourth year in a row — in an effort to return to 
an adequate contingency reserve. 


c. 15-Year Actuarial Estimates (2006-2080) 


In section III.C2b, the expected operations of the Part B account over 
the next 10 years were presented. In this section, the long-range 
expenditures of the account are examined under the intermediate 
assumptions. Because of its automatic financing provisions, the 
Part B account is expected to be adequately financed into the 
indefinite future, so a long-range analysis using high cost and low 
cost assumptions is not conducted. 

Table III. C 14 shows the estimated Part B incurred expenditures 
under the intermediate assumptions expressed as a percentage of 
GDP, for selected years over the calendar-year period 2005-2080. 32 


32 These estimated incurred expenditures are for benefit payments and administrative 
expenses combined, unlike the values in table III.C9, which express only benefit 
payments on a cash basis as a percentage of GDP. 
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The 75-year projection period fully allows for the presentation of 
future trends that may reasonably be expected to occur, such as the 
impact of the large increase in enrollees after 2010 when the baby 
boom generation will reach eligibility age and begin to receive 
benefits. 


Table III.C14. — Part B Expenditures (Incurred Basis) as a Percentage of the Gross 

Domestic Product 1 


Calendar year 

Part B expenditures as a percentage of GDP 

2005 

1 .25% 

2006 

1 .30 

2007 

1.31 

2008 

1.33 

2009 

1 .35 

2010 

1.36 

201 1 

1.38 

2012 

1.40 

2013 

1.43 

2014 

1.45 

2015 

1.48 

2020 

1.68 

2025 

1.96 

2030 

2.28 

2035 

2.57 

2040 

2.79 

2045 

2.95 

2050 

3.10 

2055 

3.24 

2060 

3.38 

2065 

3.51 

2070 

3.63 

2075 

3.71 

2080 

3.78 


'Expenditures are the sum of benefit payments and administrative expenses. 


Part B costs per enrollee after the initial 25-year period are assumed 
to increase at a rate determined by the economic model described in 
sections ILC and IV.C. Based on these assumptions, incurred Part B 
expenditures as a percentage of GDP would increase rapidly from 
1.25 percent in 2005 to 3.78 percent in 2080. 

The long-range projections of Part B costs as shown in this report 
differ somewhat from those in the 2005 annual report. Initially, the 
costs are significantly higher as a result of the higher physician fees 
under the Deficit Reduction Act and the faster growth in actual 
expenditures in 2005. The impact of the sustainable growth rate 
payment mechanism on physician expenditures, however, would lead 
to slower growth starting in about 2012 under current law, compared 
to the prior projections, as additional physician fee reductions are 
imposed. During 2030 through about 2042, assumed Part B growth 
rates under the economic model are somewhat greater than under the 
previous constant assumption of GDP growth plus one percent. 
Thereafter, through the end of the 75-year projection period, the 
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25.5 percent of the expected total plan costs for basic coverage. The 
appropriation language adopted for fiscal year 2006 provides 
resources for benefit payments under the Part D drug benefit 
program, without further Congressional action, in the event that the 
annual appropriation is insufficient. As a result of this authority, 
which is expected to continue for future years, we do not anticipate 
the need for a contingency margin. 

Expenditures from the account will include the premiums withheld 
from beneficiaries' Social Security or other Federal payments and 
transferred to the private drug plans, the direct subsidy payments, 
reinsurance payments, employer subsidy amounts, low-income 
subsidy payments, risk-sharing payments, and administrative 
expenses. 

Table III.C17 shows the estimated operations of the Part D accounts 
under the intermediate assumptions on a calendar-year basis through 
2015. 
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' • In their actuarial bid submissions, Part D plans anticipated retail 
price discounts, drug manufacturer rebates, and utilization 
management savings totaling 27 percent (relative to full retail, 
unmanaged costs). The projections shown in this report assume 
this level of cost management savings in 2006 and later, whereas 
the prior projections assumed a lower level initially, reaching 
25 percent in 2011 and later. 

• Preliminary data on Part D enrollment indicate that fewer 
beneficiaries than expected have enrolled in stand-alone 
prescription drug plans. Similarly, the number of low-income 
beneficiaries applying for assistance with premiums and cost 
sharing is lower than previously anticipated. (The numbers of dual 
Medicare-Medicaid enrollees, Medicare Advantage enrollees, and 
retirees with employer-sponsored drug coverage that qualifies for 
the Medicare employer subsidy are all similar to prior estimates.) 
The projections in this report reflect a lower initial and ultimate 
rate of enrollment for the two categories of beneficiaries described 
above. 

In addition, the long-range Part D projections are based on the new 
cost growth rate assumptions described previously for HI and SMI 
j Part B. More information on these assumptions is available in section 
IV. C of this report. Section IV.B2 describes the data sources and 
assumptions underlying the updated Part D estimates. 

It is important to note that the Trustees' Part D projections show the 
expected cost to the Medicare program and the income and 
expenditure transactions of the Part D account in the SMI trust fund. 
The net cost to Medicare, after accounting for premium income and 
State payments to Medicare, is not the same as the net cost to the 
Federal Government under the Medicare Modernization Act. In 
particular, this legislation substantially reduced Federal Medicaid 
outlays, thereby offsetting a portion of the increased cost to Medicare. 
The reduction in Medicaid outlays is not reflected in the operations of 
the Part D account, as shown in this report, since it is not a Medicare 
financial transaction. 

The present values of the projected revenue and cost components of 
the 75-year, open-group financial obligations for HI, SMI, and OASDI 
are summarized in appendix table V.E2. These estimates are shown 
from both a trust fund perspective and a Federal Budget perspective. 
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be attributed to dates of service, rather than to payment dates; in 
addition, the nonrecurring effects of any changes in regulations, 
legislation, or administration, and of any items affecting only the 
timing and flow of payments to providers, must be eliminated. As a 
result, the rates of increase in the Part B incurred cost differ from the 
increases in cash expenditures. 

(a) Carrier Services 

Reimbursement amounts for physician services, durable medical 
equipment (DME), laboratory tests performed in physician offices and 
independent laboratories, and other services (such as physician- 
administered drugs, free-standing ambulatory surgical center facility 
services, ambulance, and supplies) are paid through organizations 
acting for the Centers for Medicare & Medicaid Services (CMS). 
These organizations, referred to as "carriers," determine whether 
billed services are covered under Part B and establish the allowed 
charges for covered services. A record of the allowed charges, the 
applicable deductible and coinsurance, and the amount reimbursed 
after reduction for coinsurance and the deductible is transmitted to 
CMS. 

The data are tabulated on an incurred basis. As a check on the 
validity of the projection base, incurred reimbursement amounts are 
compared with cash expenditures reported by the carriers through an 
independent reporting system. 

(b) Intermediary Services 

Reimbursement amounts for institutional services under Part B are 
paid by the same "fiscal intermediaries" that pay for HI services. 
Institutional care covered under Part B includes outpatient hospital 
services, home health agency services, laboratory services performed 
in hospital outpatient departments, and other services (such as renal 
dialysis performed in free-standing dialysis facilities, services in 
outpatient rehabilitation facilities, and services in rural health 
clinics). 

Currently, there are separate payment systems for almost all the 
Part B institutional services. For these systems, the intermediaries 
determine whether billed services are covered under Part B and 
establish the allowed payment for covered services. A record of the 
allowed payment, the applicable deductible and coinsurance, and the 
amount reimbursed after reduction for coinsurance and the 
deductible is transmitted to CMS. 
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The projected physician fee schedule expenditures should be 
considered unrealistically low due to the current-law structure of 
physician payment updates under the sustainable growth rate system 
(SGR). The SGR requires that future physician payment increases be 
adjusted for past actual physician spending relative to a target 
spending level. The system would have led to significant reductions in 
physician fee schedule rates for 2003, 2004, 2005, and 2006. To avoid 
these reductions, the Consolidated Appropriation Resolution 
established a 1.7-percent update beginning in March 2003, the 
Medicare Modernization Act established minimum updates of 
1.5 percent for 2004 and 2005, and the Deficit Reduction Act 
established a 0.2-percent update for 2006. 42 However, the target 
spending level was not adjusted, and, therefore, the cumulative 
actual physician expenditures are nearly certain to continue to exceed 
the SGR targets for many years. This situation causes projected 
physician updates to be about -5 percent for at least 9 consecutive 
years, under current law, beginning in 2007. The result would be a 
cumulative reduction in the payment rates for physician services of 
about 37 percent by 2015. In contrast, the MEI is expected to increase 
by about 22 percent over the same time frame. More than 9 years of 
significant reductions in physician payments per service are very 
unlikely to occur before legislative changes intervene. (As noted, 
Congress has overridden the scheduled negative update for each of 
the past 4 years.) However, these payment reductions are required 
under the current-law SGR system and are included in the physician 
fee schedule projections shown in this report. 

Per capita physician charges also have changed each year as a result 
of a number of other factors besides fee increases, including more 
physician visits and related services per enrollee, the aging of the 
Medicare population, greater use of specialists and more expensive 
techniques, and certain administrative actions. The fifth column of 
table IV.B1 shows the increases in charges per enrollee resulting 
from these residual factors. Because the measurement of increased 
allowed charges per service is subject to error, this error is included 
implicitly under residual causes. 

Based on the increases in table IV.B1, table IV.B2 shows the 
estimates of the average incurred reimbursement for carrier services 
per fee-for-service enrollee. 


42 The Deficit Reduction Act froze the conversion factor for 2006. Changes in relative 
value units (RVUs), which increased the average RVU by about 0.2 percent, result in a 
physician fee schedule update of 0.2 percent for 2006. 
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individuals for whom Medicare is the secondary payer are not 
assumed to enroll in Part D. 

(1) Employer-Sponsored Plans 

There are several options for employer-sponsored plans to benefit 
from the Part D program. One option is the retiree drug subsidy, in 
which Medicare will subsidize qualifying employer-sponsored plans a 
portion of their qualifying retiree drug expenses, which are 
determined without regard to plan reimbursements. About 21 percent 
of beneficiaries enrolled in Part D are assumed to be covered by this 
subsidy in 2006, with this proportion grading down to about 9 percent 
in 2015. 

Another option is for an employer-sponsored plan to either wrap 
around an existing Part D plan or become a prescription drug plan 
itself. The subsidies for these types of arrangements will be 
calculated in the same way as for other Part D plans. It is expected 
that such plans will offer additional benefits beyond the standard 
Part D benefit package, resulting in lower Part D reinsurance 
payments. About 5 percent of beneficiaries enrolled in Part D are 
assumed to be covered by these employer-sponsored plans in 2006, 
grading up to about 10 percent in 2015. 

Yet another option is for an employer to drop its drug coverage for its 
retirees. It is expected that most of those retirees losing their 
employer drug coverage will sign up for the Part D coverage. 
Approximately 4 percent of beneficiaries enrolled in Part D coverage 
in 2006, grading up to about 5 percent in 2015, are assumed to have 
had employer coverage originally. 

(2) Low-Income Subsidy 

Qualifying low-income beneficiaries can receive additional Part D 
subsidies to help finance premium and cost-sharing payments. 
Subsidies are estimated for beneficiaries who apply for this assistance 
and meet the income and asset requirements. (Beneficiaries qualified 
for both Medicare and Medicaid will be automatically enrolled in 
plans with premiums below the low-income premium benchmarks 
within their regions.) The estimated number of low income enrollees 
is about 30 percent of the total beneficiaries enrolled in Part D from 
2006 to 2015. 
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The adjusted 2002 MCBS drug costs were updated to 2006 through 
2015 by the past and projected increases in per capita drug expenses 
from the National Health Expenditure Accounts. These growth rates 
are shown in table IV.B10. Since insurance coverage influences the 
spending level for covered services and drugs (that is, beneficiaries 
with increased insurance coverage for drugs would tend to increase 
their drug expenses), the MCBS drug expenses were adjusted to 
reflect differences in drug coverage between the Part D benefit and 
the existing coverage reported in the MCBS. 

Table IV.B10 displays the components of the increases in Part D 
expenditures. Prescription drug plans are expected to negotiate 
significant retail price discounts and manufacturer rebates, and to 
manage drug utilization. In addition, these plans incur 
administrative costs for plan operation. Since drug expenses grow 
faster than administrative costs, the administrative expenses as a 
percentage of benefit and costs slowly decrease over time. 


Table 1V.B10. — Key Factors for Part D Expenditure Estimates 


Calendar year 

Annual per capita 
drug cost increase 1 

Cost management 
and discounts 

Manufacturer 
rebates 

Plan administrative 
expenses 

Intermediate estimates: 




2006 

7.1% 

21 .0% 

6.0% 

12.5% 

2007 

7.2 

21.0 

6.0 

11.8 

2008 

7.3 

21.0 

6.0 

11.9 

2009 

7.4 

21.0 

6.0 

11.6 

2010 

7.5 

21.0 

6.0 

11.5 

2011 

7.5 

21.0 

6.0 

11.3 

2012 

7.6 

21.0 

6.0 

11.1 

2013 

7.7 

21.0 

6.0 

10.9 

2014 

7.7 

21.0 

6.0 

10.7 

2015 

7.7 

21.0 

6.0 

10.4 


The per capita drug increase is based on the underlying growth rate used for the National Health 
Expenditure (NHE) Projections. The final NHE prescription drug projections published February 22, 2006 
reflects this underlying growth rate adjusted for the impact of beneficiaries joining a Part D plan. 


(b) Drug Benefit Categories 

Projected drug expenses are allocated to the beneficiary premium, 
direct subsidy, and reinsurance subsidy by the benefit formula 
specifications (deductible, coinsurance, initial benefit limit, and 
catastrophic threshold) for beneficiaries in prescription drug plans 
and Medicare Advantage drug plans. Low-income beneficiaries 
receive additional subsidies to help finance premium and cost-sharing 
payments. Subsidies are estimated for beneficiaries who meet the 
income and asset requirements. 

The statute specifies that the base beneficiary premium is equal to 
25.5 percent of the sum of the national average premium bid and the 
estimated catastrophic reinsurance. The actual premium is greater, 
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dollar for dollar, for plans with bids above the national average and 
lower for plans with lower bids. The estimated average premium 
amount is 25.5 percent of the estimated average standard benefits. 

(2) 2006 Drug Bid Data 

The estimation of drug benefit payments, as described above using 
the MCBS data and the NHE projection factors, was supplemented by 
actual data from the actuarial bid submissions of Part D plans for 
2006. These data represent the plans' expectations of costs for 
pharmacy expenses (including discount, rebates, and utilization 
management savings) and administrative costs (including gain/loss 
margins). 

(a) Cost Management 

Prescription drug plans are expected to negotiate retail price 
discounts and manufacturer rebates, and to manage drug utilization. 
Based on the information from the plan bids, it is now assumed that 
plans will achieve an average of 21 percent savings from retail 
discounts and utilization management, and 6 percent from rebates. 

(b) Administrative Expenses 

For 2006, the plans' expected administrative costs and projected 
profit margins are used. Administrative costs are projected forward 
with wage increases and reduced by 1 percent in each of the first 
3 years to account for the phasing-out of start-up costs. The plan 
gains are projected using the per capita benefit trend. 

(c) Plan Benefits 

In addition, bid information on Part D direct subsidy payments and 
reinsurance payments has been incorporated into the baseline. These 
amounts were incorporated into a model that uses a consumption 
elasticity function to reflect the beneficiaries' preference to enroll in 
lower-premium plans. The direct subsidy amounts were very 
consistent with the updated MCBS estimates, but the bid data on 
expected reinsurance payments were significantly higher than 
estimated, raising the estimated cost for such payments. 

Beneficiaries qualifying for the Part D low-income subsidy are 
assumed to enroll (or be auto-enrolled) in plans that have premiums 
at or below the low-income premium benchmark amount. 
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c. Summary of Aggregate Reimbursement Amounts on a 
Cash Basis under the Intermediate Assumptions 

Table IV.B12 shows aggregate projected reimbursements to plans and 
employers by type of payment. Since payments would be made as 
incurred, cash and incurred are about the same. 

Table IV.B12. — Aggregate Reimbursement Amounts on a Cash Basis for Part D 


[In billions] 


Calendar 


Direct 


Low-income 

Employer 

Risk 


year 

Premiums 

subsidy 

Reinsurance 

subsidy 

subsidy 

sharing 

Total 

Intermediate estimates: 







2006 

$5.0 

$20.2 

$12.0 

$17.6 

$2.8 


$57.5 

2007 

7.5 

21.8 

13.6 

19.7 

3.7 

$0.7 

67.0 

2008 

10.3 

25.8 

15.3 

22.5 

3.6 

0.1 

77.7 

2009 

11.5 

28.7 

16.9 

24.7 

3.6 


85.4 

2010 

14.0 

31.9 

18.7 

27.1 

3.5 


94.0 

2011 

13.0 

35.3 

20.7 

29.7 

3.5 


103.4 

2012 

15.8 

39.3 

23.0 

32.8 

3.5 


114.3 

2013 

17.5 

43.4 

25.5 

36.2 

3.8 


126.3 

2014 

19.3 

47.9 

28.1 

40.0 

4.1 


139.5 

2015 

21.3 

52.9 

31.1 

44.2 

4.5 


154.0 


d. Projections under Alternative Assumptions 

Part D expenditures for the low cost and high cost alternatives were 
developed by modifying the base (2006) estimates and the growth 
rates estimated under the intermediate assumptions. The base (2006) 
per capita estimates increased by about 9 percent under the high cost 
scenario and decreased by about 9 percent under the low cost 
scenario. For years after 2006, the growth assumptions decreased 
2 percentage points per year under the low cost scenario and 
increased 2 percentage points per year under the high cost scenario. 

The 2006 base modifications include the following: 

• ±5 percent for how well the MCBS-based projections, coupled 
with the 2006 plan bids, represent Medicare beneficiaries' drug 
expenses in 2006. The high cost scenario increases the spending 
by 5 percent, and the low cost scenario decreases the spending by 
5 percent. 

• ±2 percent for the average retail discount that drug plans 
negotiate. The high cost scenario decreases the average discount 
by 2 percent, and the low cost scenario increases the average 
discount by 2 percent. 

• ±2 percent for the average manufacturer rebate that drug plans 
negotiate. The high cost scenario decreases the average rebate by 
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2 percent, and the low cost scenario increases the average rebate 
by 2 percent. 

For the projections beyond 2006, the drug per capita increase from 
the NHE projections is increased by 2 percent for the high cost 
scenario and decreased by 2 percent for the low cost scenario. In 
addition, assumptions regarding employer-sponsored plan 
participation, participation in the low-income subsidies, and the 
participation rate for individuals who do not qualify for the low- 
income subsidy or receive coverage through an employer-sponsored 
retiree plan vary in the alternative scenarios. Table IV.B13 compares 
these varying assumptions. 

Table IV.B13. — Part D Assumptions under Alternative Scenarios for Calendar Years 
2006-2015 

Alternatives 


Calendar year Intermediate assumptions Low cost High cost 


Percentage of beneficiaries enrolled in subsidized employer-sponsored plans 

2006 15.7 18.0 13.5 

2007 14.3 16.8 11.8 

2008 12.8 15.7 10.2 

2009 11.7 14.5 8.6 

2010 10.4 11.9 7.7 

2011 9.4 11.2 6.7 

2012 8.5 11.3 4.1 

2013 8.4 11.1 4.0 

2014 8.3 10.9 4.0 

2015 8.2 10.8 3.9 

Low-income participation as a percentage of low-income eligible beneficiaries 

2006 62.2 58.7 65.9 

2007 68.8 64.5 73.3 

2008 73.1 69.1 78.1 

2009 73.1 69.2 78.2 

2010 73.3 69.3 78.3 

2011 73.4 69.4 78.4 

2012 73.3 69.3 78.3 

2013 73.3 69.3 78.3 

2014 73.3 69.3 78.3 

2015 73.3 69.3 78.3 

Percentage of non-employer, non-low-income beneficiaries enrolled 

2006 55.2 1 40.2 70.2 

2007 72.5 57.5 85.0 

2008 80.0 65.0 90.0 

2009 80.0 65.0 90.0 

2010 80.0 65.0 90.0 

2011 80.0 65.0 90.0 

2012 80.0 65.0 90.0 

2013 80.0 65.0 90.0 

2014 80.0 65.0 90.0 
2015 80(3 65/) 90.0 


The initial enrollment period runs through May 15, 2006 at which time 65 percent of the non-employer, 
non-low-income beneficiaries are projected to have enrolled in Part D. The figure on the table reflects 
the average percentage enrolled for 2006. 
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adjustment is codified, from 2007 through 2010, and the allowed 
adjustments to be made to the budget neutrality calculation are 
identified. 

Provisions Affecting HI Only 

• The current Medicare Dependent Hospital Program is extended for 
5 years (from 2006 to 2011). For hospitals in this program, 
enhanced payment is provided for the amount by which their target 
amounts exceed the prospective payment system rate. In addition, 
such hospitals are permitted to use 2002 as the base year for 
payment purposes and are exempt from the cap on Medicare DSH 
payments. 

• For cost reporting periods beginning on or after October 1, 2005, 
the payment amount for Medicare-allowable skilled nursing facility 
(SNF) bad debt is reduced from 100 percent to 70 percent, except 
for the bad debt attributable to beneficiaries eligible for both 
Medicare and Medicaid. 

• The phase-in of the classification criteria for inpatient 
rehabilitation facilities under the Medicare program is modified. 
For cost reporting periods beginning during the 12-month period 
beginning on July 1, 2006, the compliance threshold is 60 percent 
(formerly 65 percent); for cost reporting periods beginning during 
the 12-month period beginning on July 1, 2007, the compliance 
threshold is 65 percent (formerly 75 percent); and for cost reporting 
periods beginning on or after July 1, 2008, the compliance 
threshold is 75 percent. 

Provisions Affecting SMI Only 

• For capped rental DME items furnished on or after 
January 1, 2006, the period of payment is revised from 15 months 
to 13 months. After 13 months, the beneficiary owns the capped 
rental DME item, and Medicare pays for reasonable and necessary 
maintenance and servicing of the item. For beneficiaries starting to 
rent oxygen equipment on or after January 1, 2006, a new 36- 
month rental period is provided. For beneficiaries who began 
renting the equipment prior to January 1, 2006, the 36-month 
rental period begins on January 1, 2006. After the 36 th month, the 
beneficiary owns the oxygen equipment, and Medicare is required 
to pay for reasonable and necessary maintenance and servicing on 
the equipment. After the beneficiary owns oxygen tanks, cylinders, 
or portable equipment, Medicare continues to pay for oxygen 
contents. 
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T able V.C1.— Hi Cost Sharing and Premium Amounts 

Inpatient coinsurance 1 Monthly premium 

Inpatient hospital Lifetime SNF coinsurance 
Year deductible 1 Days 61 -90 reserve days days 1 Standard" Reduced' 


Historical data: 


1967 

$40 

$10 

— 

$5.00 





1968 

40 

10 

$20 

5.00 





1969 

44 

11 

22 

5.50 





1970 

52 

13 

26 

6.50 





1971 

60 

15 

30 

7.50 





1972 

68 

17 

34 

8.50 





1973 

72 

18 

36 

9.00 

$33 



1974 

84 

21 

42 

10.50 

36 



1975 

92 

23 

46 

11.50 

40 



1976 

104 

26 

52 

13.00 

45 



1977 

124 

31 

62 

15.50 

54 



1978 

144 

36 

72 

18.00 

63 



1979 

160 

40 

80 

20.00 

69 



1980 

180 

45 

90 

22.50 

78 

— 

1981 

204 

51 

102 

25.50 

89 

— 

1982 

260 

65 

130 

32.50 

113 

— 

1983 

304 

76 

152 

38.00 

113 

— 

1984 

356 

89 

178 

44.50 

155 

— 

1985 

400 

100 

200 

50.00 

174 

— 

1986 

492 

123 

246 

61.50 

214 

— 

1987 

520 

130 

260 

65.00 

226 

— 

1988 

540 

135 

270 

67.50 

234 

— 

1989 3 

560 





25.50 

156 

— 

1990 

592 

148 

296 

74.00 

175 

— 

1991 

628 

157 

314 

78.50 

177 

— 

1992 

652 

163 

326 

81.50 

192 

— 

1993 

676 

169 

338 

84.50 

221 



1994 

696 

174 

348 

87.00 

245 

$184 

1995 

716 

179 

358 

89.50 

261 

183 

1996 

736 

184 

368 

92.00 

289 

188 

1997 

760 

190 

380 

95.00 

311 

187 

1998 

764 

191 

382 

95.50 

309 

170 

1999 

768 

192 

384 

96.00 

309 

170 

2000 

776 

194 

388 

97.00 

301 

166 

2001 

792 

198 

396 

99.00 

300 

165 

2002 

812 

203 

406 

101.50 

319 

175 

2003 

840 

210 

420 

105.00 

316 

174 

2004 

876 

219 

438 

1 09.50 

343 

189 

2005 

912 

228 

456 

1 1 4.00 

375 

206 

2006 

952 

238 

476 

119.00 

393 

216 

Intermediate estimates: 






2007 

$1 ,000 

$250 

$500 

$125.00 

$413 

$227 

2008 

1,052 

263 

526 

131.50 

433 

238 

2009 

1,104 

276 

552 

138.00 

454 

250 

2010 

1,160 

290 

580 

145.00 

475 

261 

2011 

1,216 

304 

608 

152.00 

495 

272 

2012 

1,272 

318 

636 

159.00 

514 

283 

2013 

1,332 

333 

666 

166.50 

534 

294 

2014 

1,392 

348 

696 

174.00 

554 

305 

2015 

1,456 

364 

728 

182.00 

576 

317 


'Amounts shown are effective for calendar years. 


'Amounts shown for 1967-1982 are for the 12-month periods ending June 30; amounts shown for 1983 
are for the period July 1, 1982 through December 31, 1983; amounts shown for 1984 and later are for 
calendar years. 

3 Anomalies in the 1989 values are due to the Medicare Catastrophic Coverage Act of 1988. Most of the 
provisions of the Act were repealed the following year. 
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"Anomalies in the 1989 values are due to the Medicare Catastrophic Coverage Act of 1988. Most of the 
provisions of the Act were repealed the following year. 

The Part B monthly premiums displayed in table V.C2 are the 
standard premium rates paid by most Part B enrollees. However, 
there are three provisions that alter the premium rate for certain 
Part B enrollees. First, there is a premium surcharge for those 
beneficiaries who enroll after their initial enrollment period. Second, 
beginning in 2007, there is a higher "income-related" premium for 
those individuals whose modified adjusted gross income exceeds a 
specified threshold. Those individuals exceeding the threshold will 
pay premiums covering 35, 50, 65, or 80 percent of the average 
program cost for aged beneficiaries, depending on their income level, 
compared to the standard premium covering 25 percent. In 2007 the 
threshold will be $80,000 for an individual tax return and $160,000 
for a joint return. The thresholds will be indexed to inflation in 
subsequent years. These higher income-related premiums will be 
phased in over the 3-year period 2007-2009. Finally, the "hold- 
harmless" provision lowers the premium rate for certain individuals 
who have their premiums deducted from their Social Security checks. 
On an individual basis, this provision limits the dollar increase in the 
Part B premium to the dollar increase in the individual's Social 
Security check. As a result, the person affected pays a lower Part B 
premium, and the net amount of the individual's Social Security 
check does not decrease despite the greater increase in the premium. 

Most services under Part B are subject to an annual deductible and 
coinsurance. The annual deductible has been set in statute through 
2005. Thereafter, it will increase with the increase in the Part B aged 
actuarial rate to approximate the growth in per capita Part B 
expenditures. After meeting the deductible, the beneficiary pays an 
amount equal to the product of the coinsurance percentage and the 
remaining allowed charges. The coinsurance percentage is 20 percent 
except for outpatient psychiatric services, which have a 50-percent 
coinsurance, and most services currently reimbursed under the 
outpatient hospital prospective payment system (OPPS). Under the 
OPPS, the coinsurance percentage varies by service but currently 
falls in the range of 20-50 percent. The OPPS coinsurance 
percentages will gradually decrease over time until they reach 
20 percent for each OPPS service. For those services not subject to 
either the deductible or coinsurance (clinical lab tests, home health 
agency services, and some preventive care services), the beneficiary 
pays nothing. 
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Advisory Council Technical Panel recommended that "stochastic 
analysis should be used to examine more explicitly the probabilities of 
alternative projections." The 1999 Social Security Advisory Board 
Technical Panel agreed, stating that they "follow previous panels in 
strongly recommending efforts toward stochastic modeling or similar 
techniques that are better able to capture the interrelationships 
among assumptions." They added, "what we seek is a method of 
displaying to policy makers and the public just how uncertain is some 
average cost outcome or date of exhaustion of the Trust Funds, and 
what are the probabilities that events will be close to or far away 
from that result." In their review of the Trustees Reports, the 2000 
Medicare Technical Review Panel recommended the continued use of 
stochastic methods for Medicare and noted that "although stochastic 
modeling is complicated, it can result in enhanced insight into the 
uncertainty associated with health care cost projections." 

The projections shown in this appendix represent the application of 
such techniques to the short-range Part B cost projections. 

2. Methodology 

For health care cost projections, the most critical assumption is 
generally the rate of increase in average per beneficiary medical 
costs. 45 In the past there have been wide variations in such growth 
rates for Part B. The statistical methods employed here (also referred 
to as "stochastic" projection techniques) measure past variation in per 
beneficiary growth rates relative to the average and assume that 
similar variation will occur in the future, relative to the intermediate 
growth rate assumptions for the short-range projection period. 

Past variations in benefit expenditure growth rates are examined 
separately by service type (for example, physician, hospital, and home 
health) and by eligibility category (aged, disabled, or end-stage renal 
disease), using data from the first quarter of 1991 through the third 
quarter of 2005. For each future year, these variations are combined 
statistically to develop a measure of variation in total Part B benefit 
expenditures per beneficiary. 46 Individual 10-year projection scenarios 


45 Such cost increases reflect changes in (i) the prices of specific medical services, (ii) the 
utilization of services, and (iii) the average complexity or "intensity" of services. 
46 For this calculation, variation in each service category is weighted by the expected 
level of benefit expenditures per beneficiary for that category for the year. The 
calculation also reflects the "covariances" among the different categories — for example, 
the probability that a faster-than-average increase in physician expenditures would be 
associated with an above-average increase in spending for diagnostic laboratory tests, 
outpatient hospital procedures, and other services. 
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upper bound only 2.5 percent of the time or to fall below the lower 
bound 2.5 percent of the time. 49 

Figure V.D1. — 95-Percent Projection Interval for Part B Incurred Benefits 
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For comparison, the benefit levels projected under the intermediate, 
high cost, and low cost alternatives are also shown in figure V.D1. 
With both projection methodologies, the range of benefits widens as 
the projections move further into the future, reflecting increasing 
uncertainty. The high cost alternative is initially well below the 
upper bound for the 95-percent stochastic projection interval but 
passes the upper bound by 2012 and stays above it through the 
remainder of the 10-year projection period. In contrast, the low cost 
alternative exceeds the lower bound for the 95-percent interval 
initially and nearly reaches the boundary by 2015. The intermediate 
estimate is similar to the 50th percentile of the stochastic 
distribution, as one would anticipate because the stochastic analysis 
is tied to the intermediate assumptions as the expected case. 

The levels of Part B benefits corresponding to various percentiles 
from the stochastic benefit distribution are shown in table V.D1. The 
percentiles represent the estimated probabilities that actual future 
Part B expenditures in a given year would be less than or equal to the 
expenditure amount shown. For example, the stochastic projections 


49 These estimated probabilities apply to a given projection year and not to all years 
simultaneously. Based on the stochastic model, the probability of costs exceeding the 
upper 95-percent limit in all 10 years would be substantially smaller than 2.5 percent. 
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redemptions, represent a draw on other Federal resources for which 
there is no earmarked source of revenue from the public. 

In the past, general fund and interest payments for Medicare and 
Social Security were relatively small. These amounts have increased 
substantially over the last 2 decades, however, and the expected rapid 
future growth of Medicare and Social Security will make their 
interaction with the Federal Budget increasingly important. As the 
difference between earmarked and total trust fund revenues grows, 
the financial operations of Social Security and Medicare can appear 
markedly different depending on which of the two perspectives is 
used. 52 

Illustration with Actual Data for 2005 

The trust fund and budget perspectives can be illustrated with actual 
data on Federal financial operations for fiscal year 2005, as shown in 
table V.E1. The first three columns show revenues and expenditures 
for HI, SMI, and OASDI, respectively, and the fourth column is the 
sum of these three columns. The fifth column shows total revenues 
and expenditures for all other government programs (including the 
general fund account of the Treasury), and the final column is the 
sum of the "Combined" and "Other Government" columns. Earmarked 
revenues from the public are shown separately from revenues from 
other government accounts (general revenue transfers and interest 
credits). Note that the transfers and interest credits received by the 
trust funds appear in total as negative entries under the "Other 
Government" column and are thus offsetting when summed for the 
total budget in the final column. These two intragovernmental 
transactions are key to the differences between the two perspectives. 


52 A more complete treatment of this topic can be found in the 2005 Financial Report of 
the United States Government at www.fms.treas.gov/fr/ and in a Treasury report 
entitled "Social Security and Medicare Trust Funds and the Federal Budget: An 
Expanded Exposition," available at www.treas.gov/offices/economic- 
policy/social_security.html. Additional information is available in a Health Care 
Financing Review article entitled "Medicare Financial Status, Budget Impact, and 
Sustainability: Which Concept is Which?", available at 
www.cms.hhs.gov/HealthCareFinancingReview/02_2005_Edition.asp. 
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F. FISCAL YEAR HISTORICAL DATA AND PROJECTIONS 

THROUGH 2015 

Tables V.F1, V.F2, V.F3, V.F4, and V.F5 present estimates of the 
fiscal year operations of total Medicare, the HI trust fund, the SMI 
trust fund, the Part B account in the SMI trust fund, and the Part D 
account in the SMI trust fund, respectively. These tables correspond 
to the calendar-year trust fund operation tables shown in section III. 

Table V.F1. — Total Medicare Income, Expenditures, and Trust Fund Assets during 

Fiscal Years 1970-2015 


[In billions] 




Net change in 

Assets at end of 

Fiscal year 

Total income 

Total expenditures 

assets 

year 

Historical data: 





1970 

$7.5 

$7.1 

$0.3 

$2.7 

1975 

16.9 

14.8 

2.1 

11.3 

1980 

35.7 

35.0 

0.7 

19.0 

1985 

75.5 

71.4 

4.1 

31.9 

1990 

125.7 

109.7 

16.0 

110.2 

1995 

173.0 

1 80.1 

—7.1 

143.4 

1996 

203.2 

194.3 

8.9 

152.3 

1997 

209.4 

210.4 

-1.0 

151.3 

1998 

220.2 

213.4 

6.7 

158.0 

1999 

238.3 

212.0 

26.3 

184.3 

2000 

248.9 

219.3 

29.6 

214.0 

2001 

266.3 

241.2 

25.2 

239.2 

2002 

285.5 

256.9 

28.6 

267.8 

2003 

286.0 

277.8 

8.2 

275.9 

2004 

307.6 

301.5 

6.1 

282.1 

2005 

349.4 

336.9 

12.5 

294.6 

Intermediate estimates: 





2006 

426.3 

389.6 

36.7 

331.4 

2007 

474.4 

459.3 1 

15.1 

346.4 

2008 

508.6 

487.8 

20.8 

367.3 

2009 

534.5 

525.2 

9.2 

376.5 

2010 

566.3 

562.5 

3.8 

380.3 

2011 

605.3 

615.3 

-10.0 

370.3 

2012 

637.0 

631.5 

5.5 

375.8 

2013 

681.0 

694.4 

-13.4 

362.4 

2014 

722.6 

745.6 

-23.0 

339.4 

2015 

766.9 

800.8 

-34.0 

305.5 


1 See footnote 1 of table III.A1 . 
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G. GLOSSARY 

Actuarial balance. The difference between the summarized income 
rate and the summarized cost rate over a given valuation period. 

Actuarial deficit. A negative actuarial balance. 

Actuarial rates. One-half of the Part B expected monthly cost for 
each aged enrollee (for the aged actuarial rate) and one-half of the 
expected monthly cost for each disabled enrollee (for the disabled 
actuarial rate) for the duration the rate is in effect. 

Actuarial status. A measure of the adequacy of the financing as 
determined by the difference between assets and liabilities at the end 
of the periods for which financing was established. 

Administrative expenses. Expenses incurred by the Department of 
Health and Human Services and the Department of the Treasury in 
administering HI and SMI and the provisions of the Internal Revenue 
Code relating to the collection of contributions. Such administrative 
expenses, which are paid from the HI and SMI trust funds, include 
expenditures for contractors to determine costs of, and make 
payments to, providers, as well as salaries and expenses of the 
Centers for Medicare & Medicaid Services. 

Aged enrollee. An individual, aged 65 or over, who is enrolled in HI 
or SMI. 

Allowed charge. Individual charge determined by a carrier for a 
covered Part B medical service or supply. 

Annual out-of-pocket threshold. The amount of out-of-pocket 
expenses that must be paid before significantly reduced beneficiary 
cost sharing is effective. Amounts paid by a third-party insurer are 
not included in testing this threshold, but amounts paid by State or 
Federal assistance programs are included. 

Assets. Treasury notes and bonds guaranteed by the Federal 
Government, and cash held by the trust funds for investment 
purposes. 

Assumptions. Values relating to future trends in certain key factors 
that affect the balance in the trust funds. Demographic assumptions 
include fertility, mortality, net immigration, marriage, divorce, 
retirement patterns, disability incidence and termination rates, and 
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Positive margins increase the contingency level, and negative 
margins decrease it. 

Contribution base. See "Maximum tax base." 
Contributions. See "Payroll taxes." 

Cost rate. The ratio of HI cost (or outgo or expenditures) on an 
incurred basis during a given year to the taxable payroll for the year. 
In this context, the outgo is defined to exclude benefit payments and 
administrative costs for those uninsured persons for whom payments 
are reimbursed from the general fund of the Treasury, and for 
voluntary enrollees, who pay a premium to be enrolled. 

Covered earnings. Earnings in employment covered by HI. 

Covered employment. All employment and self-employment 
creditable for Social Security purposes. Almost every kind of 
employment and self-employment is covered under HI. In a few 
employment situations — for example, religious orders under a vow of 
poverty, foreign affiliates of American employers, or State and local 
governments — coverage must be elected by the employer. However, 
effective July 1991, coverage is mandatory for State and local 
employees who are not participating in a public employee retirement 
system. All new State and local employees have been covered since 
April 1986. In a few situations — for instance, ministers or self- 
employed members of certain religious groups — workers can opt out 
of coverage. Covered employment for HI includes all Federal 
employees (whereas covered employment for OASDI includes some, 
but not all, Federal employees). 

Covered Part D drugs. Prescription drugs covered under the 
Medicaid program plus insulin-related supplies and smoking 
cessation agents. Drugs covered in Parts A and B of Medicare will 
continue to be covered there, rather than in Part D. 

Covered services. Services for which HI or SMI pays, as defined 
and limited by statute. Covered HI services are provided by hospitals 
(inpatient care), skilled nursing facilities, home health agencies, and 
hospices. Covered SMI Part B services include most physician 
services, care in outpatient departments of hospitals, diagnostic tests, 
durable medical equipment, ambulance services, and other health 
services that are not covered by HI. See "Covered Part D drugs" for 
SMI Part D. 
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Financial interchange. Provisions of the Railroad Retirement Act 
providing for transfers between the trust funds and the Social 
Security Equivalent Benefit Account of the Railroad Retirement 
program in order to place each trust fund in the same position as if 
railroad employment had always been covered under Social Security. 

Fiscal year. The accounting year of the U.S. Government. Since 
1976, each fiscal year has begun October 1 of the prior calendar year 
and ended the following September 30. For example, fiscal year 2006 
began October 1, 2005 and will end September 30, 2006. 

Fixed capital assets. The net worth of facilities and other resources. 

Frequency distribution. An exhaustive list of possible outcomes for 
a variable, and the associated probability of each outcome. The sum of 
the probabilities of all possible outcomes from a frequency 
distribution is 100 percent. 

General fund of the Treasury. Funds held by the U.S. Treasury, 
other than revenue collected for a specific trust fund (such as HI or 
SMI) and maintained in a separate account for that purpose. The 
majority of this fund is derived from individual and business income 
taxes. 

General revenue. Income to the HI and SMI trust funds from the 
general fund of the Treasury. Only a very small percentage of total HI 
trust fund income each year is attributable to general revenue. 

Gramm-Rudman-Hollings Act. The Balanced Budget and 
Emergency Deficit Control Act of 1985. 

Gross Domestic Product (GDP). The total dollar value of all goods 
and services produced in a year in the United States, regardless of 
who supplies the labor or property. 

High cost alternative. See "Assumptions." 

Home health agency (HHA). A public agency or private 
organization that is primarily engaged in providing the following 
services in the home: skilled nursing services, other therapeutic 
services (such as physical, occupational, or speech therapy), and home 
health aide services. 
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Pay-as-you-go financing. A financing scheme in which taxes are 
scheduled to produce just as much income as required to pay current 
benefits, with trust fund assets built up only to the extent needed to 
prevent exhaustion of the fund by random fluctuations. 

Payroll taxes. Taxes levied on the gross wages of workers. 

PDP regions. Regional areas that are fully serviced by prescription 
drug plans. 

Peer Review Organization (PRO). A group of practicing 
physicians and other health care professionals paid by the Federal 
Government to review the care given to Medicare patients. Starting 
in 2002, these organizations are called Quality Improvement 
Organizations. 

Percentile. A number that corresponds to one of the equal divisions 
of the range of a variable in a given sample and that characterizes a 
value of the variable as not exceeded by a specified percentage of all 
the values in the sample. For example, a score higher than 97 percent 
of those attained is said to be in the 97 th percentile. 

Prescription Drug Plans (PDPs). Stand-alone prescription drug 
plans offered to beneficiaries in traditional fee-for-service Medicare 
and to beneficiaries in Medicare Advantage plans that do not offer a 
prescription drug benefit. 

Present value. The present value of a future stream of payments is 
the lump-sum amount that, if invested today, together with interest 
earnings would be just enough to meet each of the payments as it fell 
due. At the time of the last payment, the invested fund would be 
exactly zero. 

Projection error. Degree of variation between estimated and actual 
amounts. 

Prospective payment system (PPS). A method of reimbursement 
in which Medicare payment is made based on a predetermined, fixed 
amount. The payment amount for a particular service is derived 
based on the classification system of that service (for example, DRGs 
for inpatient hospital services). 

Provider. Any organization, institution, or individual who provides 
health care services to Medicare beneficiaries. Hospitals (inpatient 
services), skilled nursing facilities, home health agencies, and 
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Reinsurance subsidy. Payments to the prescription drug plans in 
the amount of 80 percent of drug expenses that exceed the annual 
out-of-pocket threshold. 

Residual factors. Factors other than price, including volume of 
services, intensity of services, and age/sex changes. 

Risk corridor. Triggers that are set to protect prescription drug 
plans from unexpected losses and that allow the government to share 
in unexpected gains. 

Self-employment. Operation of a trade or business by an individual 
or by a partnership in which an individual is a member. 

Self-Employment Contributions Act (SEC A). Provision 
authorizing taxes on the net income of most self-employed persons to 
provide for OASDI and HI. 

Sequester. The reduction of funds to be used for benefits or 
administrative costs from a Federal account, based on the 
requirements specified in the Gramm-Rudman -Hollings Act. 

Short range. The next 10 years. 

Skilled nursing facility (SNF). An institution that is primarily 
engaged in providing skilled nursing care and related services for 
residents who require medical or nursing care, or that is engaged in 
the rehabilitation of injured, disabled, or sick persons. 

SNF coinsurance. For the 21st through 100th day of extended care 
services in a benefit period, a daily amount for which the beneficiary 
is responsible, equal to one-eighth of the inpatient hospital 
deductible. 

Social Security Act. Public Law 74-271, enacted on 
August 14, 1935, with subsequent amendments. The Social Security 
Act consists of 20 titles, four of which have been repealed. The HI and 
SMI trust funds are authorized by Title XVIII of the Social Security 
Act. 

Special public-debt obligation. Securities of the U.S. Government 
issued exclusively to the OASI, DI, HI, and SMI trust funds and other 
Federal trust funds. Sections 1817(c) and 1841(a) of the Social 
Security Act provide that the public-debt obligations issued for 
purchase by the HI and SMI trust funds, respectively, shall have 
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maturities fixed with due regard for the needs of the funds. The usual 
practice in the past has been to spread the holdings of special issues, 
as of every June 30, so that the amounts maturing in each of the next 
15 years are approximately equal. Special public-debt obligations are 
redeemable at par at any time. 

Spell of illness. A period of consecutive days, beginning with the 
first day on which a beneficiary is furnished inpatient hospital or 
extended care services, and ending with the close of the first period of 
60 consecutive days thereafter in which the beneficiary is in neither a 
hospital nor a skilled nursing facility. 

Standard prescription drug coverage. Prescription drug coverage 
that includes a deductible, coinsurance up to an initial coverage limit, 
and protection against high out-of-pocket expenditures by having 
reduced coinsurance provisions for individuals exceeding the out-of- 
pocket threshold. 

Stochastic model. An analysis involving a random variable. For 
example, a stochastic model may include a frequency distribution for 
one assumption. From the frequency distribution, possible outcomes 
for the assumption are selected randomly for use in an illustration. 

Summarized cost rate. The ratio of the present value of 
expenditures to the present value of the taxable payroll for the years 
in a given period. In this context, the expenditures are on an incurred 
basis and exclude costs for those uninsured persons for whom 
payments are reimbursed from the general fund of the Treasury, and 
for voluntary enrollees, who pay a premium in order to be enrolled. 
The summarized cost rate includes the cost of reaching and 
maintaining a "target" trust fund level, known as a contingency fund 
ratio. Because a trust fund level of about 1 year's expenditures is 
considered to be an adequate reserve for unforeseen contingencies, 
the targeted contingency fund ratio used in determining summarized 
cost rates is 100 percent of annual expenditures. Accordingly, the 
summarized cost rate is equal to the ratio of (i) the sum of the present 
value of the outgo during the period, plus the present value of the 
targeted ending trust fund level, plus the beginning trust fund level, 
to (ii) the present value of the taxable payroll during the period. 

Summarized income rate. The ratio of (i) the present value of the 
tax revenues incurred during a given period (from both payroll taxes 
and taxation of OASDI benefits), to (ii) the present value of the 
taxable payroll for the years in the period. 
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Supplementary Medical Insurance (SMI). The Medicare trust 
fund composed of the Part B account, the Part D account, and the 
Transitional Assistance Account. The Part B account pays for a 
portion of the costs of physicians' services, outpatient hospital 
services, and other related medical and health services for voluntarily 
enrolled aged and disabled individuals. The Part D account pays 
private plans to provide prescription drug coverage, beginning in 
2006. The Transitional Assistance Account paid for transitional 
assistance under the prescription drug card program in 2004 and 
2005. 

Supplemental prescription drug coverage. Coverage in excess of 
the standard prescription drug coverage. 

Sustainable growth rate. A system for establishing goals for the 
rate of growth in expenditures for physicians' services. 

Tax rate. The percentage of taxable earnings, up to the maximum 
tax base, that is paid for the HI tax. Currently, the percentages are 
1.45 for employees and employers, each. The self-employed pay 
2.9 percent. 

Taxable earnings. Taxable wages and/or self-employment income 
under the prevailing annual maximum taxable limit. 

Taxable payroll. A weighted average of taxable wages and taxable 
self-employment income. When multiplied by the combined employee- 
employer tax rate, it yields the total amount of taxes incurred by 
employees, employers, and the self-employed for work during the 
period. 

Taxable self-employment income. Net earnings from self- 
employment — generally above $400 and below the annual maximum 
taxable amount for a calendar or other taxable year — less any taxable 
wages in the same taxable year. 

Taxable wages. Wages paid for services rendered in covered 
employment up to the annual maximum taxable amount. 

Taxation of benefits. Beginning in 1994, up to 85 percent of an 
individual's or a couple's OASDI benefits is potentially subject to 
Federal income taxation under certain circumstances. The revenue 
derived from taxation of benefits in excess of 50 percent, up to 
85 percent, is allocated to the HI trust fund. 
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